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Fix...Reload...Grow.

Dear fellow sharehoiders:

Fiscal 2006 was a pivotal year for LeapFrog as we came to terms with the issues
negatively impacting our results, undertook an exhaustive review of our operations
and began rebuilding the senior management team. Beginning with Jeff taking the
helm as CEO in July, and in conjunction with our strategic review, we implemented
significant changes at the company that we believe will reestablish LeapFrog as a
growing, profitable and innovative organization. Our history demonstrates that
technology-based learning products and the strength of the LeapFrog brand can
create significant value for shareholders. In this year’s Letter to Shareholders, we'd
like to share with you our plan to “Fix, Reload and Grow” LeapFrog.

Key Changes in Direction*

Our strategic review resulted in a plan that can be summarized into the following
themes and priorities:

+ Retake the reading market. The decline in sales in our LeapPad family of products
has been the largest contributor to our unsatisfactory results. But the reading
market is an area where our assets, skill and brand remain strong with retailers,
parents, teachers and kids. We know what to do here, and we have begun to
build a set of successor products to the LeapPad family.

e Web-connect our products. By web-connecting our products, consumers will
enjoy a more engaging experience, the learning benefit will be deeper and our
products will better reflect current market needs.

» Strengthen and age up the portfolio. Our portfolio can improve significantly
with more disciplined attention to product profitability and product lifecycle.
Additionally, there are currently gaps in our portfolio, including products for
kids aged 6 to 8, an age segment that contributed over $100 million in revenue
in 2002 but very little in 2006. Strengthening and aging up the portfolio {i.e.,
beyond age 6) will lead to both higher revenues and margins.

» Return our SchoolHouse division to profitability quickly and leverage the core
R&D investments of our consumer business. By utilizing the work now underway
on new reading products and keeping expenses under control, this business can
again be a meaningful contributor to earnings as well as a source of product in-
novation.

« Restore profitable international growth and focus on key markets. Our interna-
tional sales have declined as international market requirements were not ad-
equately reflected in our product development, product management or market-
ing processes. With the installation of our new international leadership, we are
making the changes necessary to improve performance.

e Build our product line around fewer, scalable platforms. By using standards-based
software methodologies and hardware components, and fewer of them, we'll be
faster and more cost effective in the market with all of our products.

» Implement a metrics-driven culture. Each employee needs to know where we and
they stand against a concrete set of measures that define individual performance
and the performance trends of the company. These metrics must be tied to our
strategic plan, and they must be visible so that each employee can contribute 10
keeping the company on track toward its goals.




Fiscal 2006 in Review - The ‘Fix’ Phase

Qur 2006 results were more than a disappointment, They were unsatisfactory in every
respect. Net sales for 2006 declined to $502 million for the year and net loss per diluted
share for 2006 was $2.31. As we have mentioned, the principal cause of our sales declines
was the continuing weakness in the LeapPad family of products. Additionally, earnings were
unfavorably impacted by inventory write-downs, write-offs of our deferred tax assets, and
the costs associated with our executive restructuring.

Since announcing our key changes in direction in fall of 2006, however, we began
implementing the ‘Fix’ phase of our plan, and in the last half of 2006, we have made good
progress:

+ We have strengthened our balance sheet by reducing inventories at both our warehouses
and at retailers. As a result of our significant inventory improvements, cash and invest-
ments more than doubled from 2005 levels to $148 million at year-end 2006.

* We also made sourcing improvements and initiated design changes for key products to
reduce production costs and we eliminated slow-moving and weak margin SKUs to make
room for new LeapFrog products in our portfolio.

¢ We restructured our SchoolHouse division to restore profitability. We reduced expenses,
prioritized our product development ef'forts on reading and are concentrating our sales
efforts on profitable territories.

* We strengthened our team by making a number of key management appointments in
product development, marketing, international sales, software engineering, web prod-
ucts, and human resources leadership. We also removed a layer of senior management
and promoted our most successful brand leaders into roles where each has global authority
over major product lines.

While the costs associated with these actions contributed negatively to our 2006 financial
results, these initiatives allow us to enter 2007 with healthy inventories, a distribution pipe-
line ready for new products and a strong cash position with which to execute the ‘Reload’
phase of our strategic plan,

Our Current Path -‘Reload,’ then ‘Grow’

This year we will continue to make many operational improvements with an eye towards
restoring and achieving satisfactory earnings. Our principal focus in 2007 will be on
strengthening our product portfolio for 2008 and executing well with the products we
currently have in the market,

In 2007, we are launching a number of new products, including the FLY Fusion Pentop
Computer, our next generation FLY product, ClickStart My First Computer system, the largest
ever software library expansion for our category leading Leapster family, Word Launch for
preschool age children, Brightlings for infants, and an expansion of our popular bilingual
Learn and Groove line,

While critical to our ‘Reload’ efforts, we do not expect our 2007 initiatives to be extensive
enough to restore earnings. We, therefore, expect to report a net loss for the year, albeit
substantially smaller than our loss for 2006. This expectation takes into account the invest-
ments we are making in our future, with a robust product rollout planned for 2008 and
considerable support for our brand and current product line-up. In 2008, we believe that
shareholders should see the benefits from our new reading products, our next generation
Leapster and the strengthening of our international business. These initiatives, and others
in development, will set the stage for our longer term ‘Grow* phase commencing in 2008.




Ultimately, we recognize that our LeapFrog team must get back to the basics of developing
great learning products that sell profitably. As significant shareholders ourselves, we know
ful) welil that LeapFrog investors expect to see some visible signs of progress in 2007 and
that our products in 2008 must result in substantially improved performance. Qur view is
that the management team at LeapFrog is driven and the incentives are in place to deliver
on our stated objectives. But shareholders can also be assured that we will closely monitor
the Company’s progress and we will take further actions as necessary.

In summary, it is a fact that LeapFrog has a unique and strong brand that resonates with
parents, teachers and kids and we feel strongly that the company’s management and
resources are now in hand to execute a sound plan. We look forward to bringing great
products to market and solid earnings to the bottom line. The result will be a better
company for our shareholders, customers, partners, and employees.

LeapFrog’s Mission

LeapFrog’s mission is to create value for our shareholders, customers and employees
in the largest markets in the world.

Here's how we do it:

LeapFrog makes learning fun with connected, innovative technology
that teaches and engages. We create educational products, content and services that
kids love, parents trust and teachers value.

Sincerely,

Jeffrey G. Katz Steven B. Fink

President and Chief Executive Officer Chairman of the Board of Directors
LeapFrog Enterprises, inc. LeapFrog Enterprises, Inc.

March 28, 2007

*This letter to shareholders contains forward-looking statements, including statements about future financial
results and anticipated product launches. Please see the special note on forward-looking statements on page i of
the enclosed LeapFrog Enterprises, Inc. 2006 Annual Report on Form 10-K.
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SPECIAL NOTE ON FORWARD-LOOKING STATEMENTS

This report on Form 10-K, including the sections entitled “ltem 1.—Business,” *Item | A.—Risk Factors,”
and “Item 7.—Management's Discussion and Analysis of Financial Condition and Result of Operations.”
contains forward-looking statements. These statements relate to future events or our future financial performance
and involve known and unknown risks, uncertainties and other factors that may cause our actual results, levels of
aclivity, performance or achievements to differ materially from any future results, levels of activity, performance
or achievements expressed or implied by these forward-looking statements. These risks and other factors include
those listed under “Risk Factors™ in ltem 1A of this Form 10-K and those found elsewhere in this Form 10-K. In
some cases, you can identify forward-looking statements by terminology such as “may,” “will,” “should,”
“expect,” “intend,” “plan,” “anticipate,” "believe,” “estimate,” “predict,” “potemtial,” “continue” or the negative
of these terms or other comparable terminology. Although we believe that the expectations reflected in the
forward-looking statements are reasonable, we cannol guarantee future results, levels of activity, performance or
achievements, We undertake no obligalion to update or revise publicly any forward-looking statements, whether
as a result of new information, future events or otherwise after the date of this report.

TRADEMARKS AND SERVICE MARKS

LeapFrog, LeapFrog SchoolHouse, Alphabet Pal, Brightlings, ClickStan, FLY, FLY Through, FLY Fusion,
Fridge Phonics, Language Firs1), Leap, LeapPad, LeapStart, LeapTrack, Leapster, Leapster L.-MAX, LeapsterTV,
Learn & Groove, Little Leaps, LittleTouch, NearTouch, Quantum LeapPad, and WordLaunch are registered
trademarks or trademarks of LeapFrog Enterprises, Inc. Other trademarks in this report on Form 10-K are
property of their respective owners,
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PARTI

Item 1. Business.
Overview

LeapFrog designs, develops and markets technology-based educational plaiforms with curriculum
interactive software content and stand-alone products and these products are for sale through retailers,
distributors and direcily to schools. We operate three business segments, namely U.S. Consumer, International,
and SchoolHouse (formerly referred to as “Education and Training”). To date, we have established our brands
and products primarily for children up to age i2 in the U.S. retail markets and in a number of intemational retail
markeis. Sales in the U.S. Consumer and Inernational segments, the largest business segments, curremily are
generated in the toy aisles of retailers. Sales of products in the SchoolHouse segment are predominantly to
educational institutions. Qur products are based on sound educational pedagogy under the guidance of our
in-house educational experts and our Education Advisory Board. We use our proprietary technologies and
content to make these products interactive and engaging.

In July 2006, our board of directors appointed Jeffrey G. Katz, as our President and Chief Executive Officer.
Under Mr, Katz's leadership, we commenced and completed a full strategic review of our business. This detailed
review was substantially completed in the Fall of 2006, when we announced the Company’s plan to:

» Regain market leadership in the learn-to-read market.

* Build our business around key technology platform architectures.

* Provide web connectivity for all our key products.

* Strengthen our portfolio of products, including those for ages 6 and above.
» Manage the business by creating a metrics-driven culture.

= Continually review and strengthen our international product offering and distribution capabilities, as a
significant part of our overall plan.

We expect sales producltivity in 2007. For information on our operating plan that could affect our business,
see “ltem 1A.—Risk Factors—OQur operating plan may not comrect recent trends in our business.”

Qur platform products provide us with a large instafled base of platforms on which 10 build continued
software content sales. For our LeapPad family of platforms, which includes our LiuleTouch LeapPad, My First
LeapPad, Classic LeapPad, LeapPad Plus Writing and Quantum LeapPad platforms, we sell a library of
interactive content related to those platforms thal consists of an audio software cartridge and a comrespanding
interactive book or activity card. For our Leapster and Leapster L-MAX handhelds and our FLY Pentop
Computer, our content comes in software cartridges that slot casily into the piatforms,

Users of our interactive content can hear information regarding various academic subjects, read engaging
stories or play interactive, educational games. These titles feature our intemally developed, branded LeapFrog
characters, such as Leap, Lily, Tad and Professor Quigley, while others feature popular licensed characters such
as Thomas the Tank Engine, Doru the Explorer, SpongeBob SquarePants, Bob the Builder, Winnie-the-Pooh,
Disney Princesses, Batman, Spider-Man and characters from movies such as Madagascar, Finding Nemo and
The Incredibles.

Qur product line also includes a variety of stand-alone educational products for children from birth to 12
years. These stand-alone products combine our proprietary technologies with a fixed set of content and include
interactive plush toys, Leam & Groove Counting Maracas and Alphabel Drum, our LeapSian leaming table, our
Fridge Phonics magnetic s¢t products for infants and toddlers, our The Letter Factory video and our Explorer
interactive globes for older children.

(o=




Our SchoolHouse segment offers supplemental pre-kindergarten through 5th grade school curriculum
programs that incorporate our proprietary technology-empowered personal learning ools, or PLTs, and research-
based instructional principles. Our SchoolHouse curriculum provides over 200 interactive book titles and over
450 interactive assessment cards, for a total of over 6,000 pages of interactive content. At the end of 2006, our
SchoolHouse products could be found in more than 100,000 classrooms. The interactive content includes
instruction and assessment for subject areas such as early literacy, early childhood, reading, language arts, math,
science, English language development and special education.

In the fourth quarter of 2006, we restructured our SchoolHouse segment to focus on reading curriculum in
core grade levels and to align the segment more effectively with our consumer markel strategy.

Our net sales for our three business segments for the years ended December 31, 2006, 2005 and 2004, were
as follows:

% of Total Company

Year Ended December 31, Net Sales
2006 2005 2004 2006 EOE 2004
(dollars in millions) - -
U.S. CONSUIMET . 4\ iuveeennernronnerniroasesnsinmennns $350.7 $478.3 $431.9 0% 4% 67%
International . ..., ..o irr et 114.6 1312 1532 23% 20% 214%
SchoolHOUSE . ...ttt iie v nise i aa s innar e 370 40.3 552 1% _ 6% _2%
Total Company .. ...........cootiiviriianmiiinaanans $5023 $649.8 $640.3 100% 100% 100%

We believe that sound educational principles are at the core of our brands and products. Our grade-based
content is aligned with state and national education standards. All LeapFrog content and curriculum is based on a
proprictary method of learning, created by our in-house educational experts with the assistance of our Education
Advisory Board, which identifies what children learn and when and how they Jearn it. The members of our
Education Advisory Board meet with our creative design teams periodically throughout the year to participate in
the design and development of our products. We believe that both our in-house experts and outside advisors are
critical in the creation of our leamning products.

Our Educarion Advisory Board

The members of our Education Advisory Board are extensively involved in the research of both education
and reading development. As of February 17, 2007, the members of our Education Advisory Board are:

*  Robert Calfee, Ph.D. Dr. Calfee has chaired our Education Advisory Board since our busincss started in
1995, He has been a prolific researcher and author in the area of reading and reading development for
the past 30 years. Dr. Caifee is presently Distinguished Professor and Dean Emeritus at the School of
Education at the University of California, Riverside. He is professor emeritus at Stanford University's
Schoo! of Education, as well as a member of the board of the Socicty for Scientific Study of Reading.

«  Anne Cunningham, Ph.D. Dr. Cunningham is an associate professor of cognition and development at the
University of California, Berkeley and the Director of the Joint Doctoral Program in Special Education.
She is a past member of the board of the Society for Scientific Study of Reading and the board of
directors for American Educational Research Association, Division C.

« Karen Fuson, Ph.D. Dr. Fuson is a Professor Emeritus ai the School of Education and Social Policy at
Northwestern University. She is a mathematics educator and cognitive scientist whose work focuses on
children’s mathematica understanding and the classroom conditions that can facilitate such
understanding. Her past work has contributed to the understunding of children’s counting and
understanding of whole number, fraction and decimal computation.
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* Scont G. Paris, Ph.D. Dr: Paris is a professor in the School of Education and professor and Chair of the
Graduate Program in the Department of Psychology at the University of Michigan. He was a founding
menber of the Center for the Improvement of Early Reading Achievement and served on the board of
directors of thc National Reading Conference.

* Jeni Leta Riley, Ph.D, Dr. Riley is the head of the School of Early Childhood and Primary Education for
the Institute of Education, University of London. Dr. Riley received her conferment of title of Reader in
Literacy in Primary Education in 2000 and has been active in early childhood literacy development as a
teacher, becturer, examiner and researcher for nearly 30 years.

Qur Products
U.S. Consumer Products

We have developed a variety of stand-alone products, learning platforms and a significant library of related
content, Qur platforms are hardware devices that work with multiple content sets. Our content comes in the form
of memory cartridges used in interactive books, handheld video games, and educational software and games for
use with specific platforms. Qur stand-alone products combine our proprictary technology with a fixed set of
conten, . .

Apggregate sales of our LeapPad family of products, accounted for approximately 23%, 35% and 20% of our
consolidated net sales in 2006, 2005, and 2004, respectively.

Apggregate sales of our Leapster and Leapster L-MAX handhelds and their related software titles accounted
for approximately 37%, 28% and 19% of our consolidated net sales in 2006, 2005 and 2004, respectively,

For a discussion of risk factors related 10 our products, see “Item 1A—Risk Factors—If we fail 1o predict
consumer preferences and trends accurately, develop and introduce new products rapidly or enhance and extend
our existing core products, our sales will suffer.”

Interactive Educational Games

The Leapster family of multimedia leaming systems comprises our screen-based, leaming initiative
developed to encourage learning skills while allowing children to play action-packed learning games. The
Leapster platform is a handheld device with backlit color animation, a multi-directional control pad and a touch-
screen enabled by a built-in stylus. Our Leapster content allows game playcrs 1o read electronic books, create
works of art and watch interactive videos.

Current Products

»  Leapster Learning Game System (ages 4 to 10). An educational handheld device platform that utilizes
an interactive touch screen and stylus pen.

»  Leapster L-Max (ages 4 10 10); LeapsterTV learning system (ages 4 to 8). Platforms that offer handheld
educational games experience, using the television screen to expand leaming. Leapster L-Max leaming
systern uses many of the software cartridges developed for the original Leapster handheld and offers
new Leapster L-MAX software canndges with features designed to offer an enhanced screen-based
learning experience.

*  Little Leaps Grow-with-Me Learning System (ages 9 months to 3 years). A DVD-based learning
ptatform that delivers activities designed for young children and their parents to share. The platform
features a two-in-one wireless controller that can be adjusted between models suitable for babies and
toddlers. : :




« Leapster Software Library. Software titles to appeal to both boys and girls with educational games
featuring licensed characters such as Disney Princesses, Dora the Explorer, SpongeBob SquarePants,
and licensed characters from movies such as Finding Nemo, The Incredibles, Cars and Spider-Man.
Digital Tilles including ant titles specifically designed for students in kindergarten, first through third
grade; a Junic B. Jones journal title; educational titles focusing on phonics and math; and titles featuring
our interactive The Leuter Factory and The Talking Words Factory videos. |

New Products for 2007 and 2008

e ClickStart My First Computer System (ages 3 to 6). A new preschool Jeaming system delivers a safe,
age-appropriate computing experience through a serics of engaging games, while simultaneously
introducing core preschool skills and basic computer functionality. We will be launching this leaming
system in Fall 2007. '

« In Fall 2007, we plan to introduce new Leapster Family Software. These new litles are compatible with
Leapster, Leapster L-Max and LeapsterTV learning systems. All the games provide in—depth tutonials
and supporting hint structure that offer siep-by-step assistance through reading, math, or spelling
concepts. The new titles for Spring 2007 are Scholastic’s Clifford the Big Red Dog Reading, Sonic X.
The new tittles for Fall 2007 are The Batman, Creature Create, Disney/Pixar Cars Supercharged,
Disney/Pixar Ratatouille, Forster's Home for Imaginary F riends, Nick Jr. Go Diego Go!, Pet Pals and
Scholastic Get Puzzled! ; .

« In September 2006, we announced that we will be introducing in 2008, the next generation of Léapsler
platforms that will have web connectivity.

Reading Solutions

Reading Solutions consists of our LeapPad family of products that provide platforms for introducirig basic
vocabulary and concepts or reinforcing second-language learning to preschool children, thorough music and
interactive play. Our LeapPad Learning System teaches fundamental reading skills and offers an extensive
library of LeapPad books. Since 1999, the LeapPud platform has wansformed our LeapPad books into audio-
interactive leaming devices. When children touch words and pictures with the stylus pen, they receive instant
audio feedback that helps them sound out and pronounce words, learn 1o read and build vocabulary. The LeapPad
learning system allows children to read and learn at their own pace, using educational games, activities, music
and positive feedback. The LeapPad platform is available in English, French, German, Korean, Japanese and
Spanish. A separate version of the LeapPad learning system is marketed by our SchoolHouse segment directly to
U.S. school districts and sold under the “LeapTrack” system which provides assessment information to gauge the
performance of individual students in a classroom environment.

Current Products

e LinleTouch LeapPad leaming system (ages 6 months 1o 3 years). A leamning sysiem designed for infants
and toddlers that offers an opportunity for parents to introduce the reading experience and early learning
concepts using finger touch-based interactivity.

e My First LeapPad learning sysiem (ages 3 to 5). A learning system that encourages preschoolers to take
their first steps to develop pre-reading and pre-math skills. It incorporates the same proprietary
NearTouch technology used in our LeapPad learning system. '

o LeapPad learning system {ages 4 to 8). An audio-interactive learning device and the first platform of
our LeapPad family of platforms which is based on our proprietary. NearTouch technology.

«  Retail LeapPad library. A collection of titles developed with guidance from our educational experts and
is designed to help children build skills they need to excel in reading, math, vocabulary, science, music,
logic and more. Our retail library includes titles featuring our proprietary LeapFrog and licensed
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characters. Also included in our retail library are licensed characters such as Winnie-the-Pooh and -
SpongeBob SquarePanis and licensed characters from movies such as Madagascar, The Incredibles,
Spider-Man, Barman, Bralz. Scooby-Dna. Toy Ston-Z The Lwn ng Mons:ers Inc., and Finding
Nemo. '

. LN} W' .- Tl R 3 . ‘ " . . _
New Products for 2007 and 2008 TR

*  WordLaunch Learn-To-Read System (ages 4 and up): A \earning system that interacts with the
1clevision users, This system.is designed for ages 4 and up that offers an adventure 1o learn and play
while building and reading 300 common 3- and 4-letier words. We will be launching this leaming
system in Fall 2007. . '. o ' i ‘

* In September 2006, as part of the announcement of the results of our strategic review, we announced
that we expect to introduce in 2008, our new reading sclutions products (i.c., successor products to the
LeapPad family).

R oy AN . R Lot

FLY and Grade School * - -

_The FLY Pentop Computer is an opucal scanning, audio-enabled digital pen that brings computcr
mteracuvny to the pen and paper® cxpencncc ‘which runs under & propnelary operaling system and suppons
proprietary software apphcanons Usmg spccnal FLY paper cards or other matenials enabled for the FLY Pentop
Computer, users can get homework help in'inath or spelling; translate words into Spamsh or English, play games
with interactive collectible playing cards or compose music via real-time audio feedback as they write and draw.

Current Products

*. FLY Pentop Gomputer (ages 8 10 13). A consumer electrenic device, introduced for the first time in Fall
2005, gives users real-time audio feedback. as they write with special FLY paper. The FLY platform is
“ demgncd for the “tween” and teen markets. .

.’ FLY Software Labrar}' A collccuon of titlés that span a variety of interests, ieamm'g needs and ages. For,

example, FLY Through Spanish prowdcs real- time English-Spanish word lranslauons FLY Through
Math prov:dcs step-by-step coaching” on'n multlphcauon and division for grades 4 through 6 while FLY
Journal prowqes mtemcuve writing prompts and topICS for consideration. In 2006 we cxpanded our
software offering to mcludc ‘al gebra, cre.mve writing and other homework helpers

New Products for 2007 and 2008

= FLY Fusion Penrop Compuier (ages 10 1o 16). A high-speed web connected homework system which is
our next-gcncrauon of FL'Y Pentop Computer. in September 2006, we announced our plans 1o launch
. ournéw FLY Fusion handheld Pentop Computer designed to enhance homework productivity by
prowdmg casy access 1o subjccl information for faster problcm-solvmg and real-time homework’
support. We expéct to lalinch this produci in Fall 2007.  ~ " "

*  FLY Fusion Homework Applications. Interactive step-by-step npplicatiom for students in math, aléébra.
"ttt writing, language arts, and even Spanish and Frénch language translauon pmwdmg homcwork hclp We
© " " expect to launch this product in Fall- 2007 A

v o+

Infant / Toddler./ Preschool

Ovur software-céntric Infant-Toddler and Preschool educational products are designed primarily for children
who are too young to use our platforms effectively. These stand-alone producis help develop fine motor skills
and color. sound and letter recognition. The products are generally affordable and simpler to locnhzc for foreign
markets than our platform and content suites. e
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Current Products

»  LeapStart Learning Table (ages 6 months to 3 years). A learning table destgned for infants and toddlers
to refine motor skills, introduce letters and numbers and encourage development.

+  Alphabet Pal Caterpillar (ages 12 months and up). A musical puil-toy that teaches letter names, letter
sounds, learning songs and colors.

e Fridge Phonics Magner Set (ages 2 and up). A magnetic letter set designed for preschoolers and
kindergarteners that teaches letter names, letter sounds and learning songs.

» Learn & Groove collection. (ages 6 months to 3 years). Interactive instruments that introduce numbers,
letters, cotors, and shapes, in either English or Spanish through music and songs.

New Products for 2007 and 2008

e Learn & Groove Animal Sounds Guitar (ages 6 months to 3 years). A colorful guitar designed for
toddlers to learn numbers, animals and music in English or Spanish, We expect to launch this product in
Fall 2007.

«  Brightlings Activity Line and Exploration Station (ages 6 months to 3 years). A discovery device with a
collection of activities that revolves around a central discovery hub that teaches infants and toddlers
shapes, colors, letter sounds, learning songs and first words in five languages. We expect to launch this
product in Fall 2007.

International Products

Our international consumer strategy includes the creation of LeapFrog products in foreign languages as well
as marketing English-language products as tools for learning English as a foreign language. As of December 31,
2006, our products have been marketed and sold in six languages, including Queen’s English, Spanish, French,
Japanese and German, and in more than 25 countries. We currently sel] our LittleTouch LeapPad, My First
LeapPad and LeapPad platforms with localized content. Our Leapster platform is sold with the English content
adapted for the British, Australian, and German and non-French-speaking Canadian markets. In 2006, we added
French and Spanish versions of our Leapster learning system and began test marketing Leapster products in
selected China markets. Some of our key infant items such as the LeapStart Learning Table, Learning Drum and
Alphabet Pal caterpillar have also been adapted for markets outside of the United States.

SchoolHouse Products

Our SchootHouse segment offers supplemental pre-kindergarten through 5th grade school curriculum
programs that incorporate our proprictary technology-empowered personal learning tools and research-based
instructional principles. Our SchoolHouse curriculum provides over 200 interactive book titles and over 450
interactive assessment cards, for a total of over 6,000 pages of interactive content. Our SchoolHouse preducts
include:

«  LeapTrack instruction and assessment system (kindergarten through 5th grade). An integrated system to
instruct and assess students in kindergarten through 5% grade. In 2006, we launched LeapTrack Reading
Pro, a reading intervention product targeting struggling readers in grades 3 and up.

e The Literacy Center (pre-kindergarten through 2nd grade). A product providing instruction and
assessment on key literacy skills in pre-kindergarten, kindergarten and grade 1+ editions.

»  Language First! Program (kindergarten through 2nd grade+). An English language development
program for kindergarien through 2n grade. In 2006, we launched the English Picture Dictionary for
Spanish Speakers.

*




During 2006, we broadened our selection of screen-based Leapster handheld products to include Grades 1
and 2, and a Grade K offering was introduced in January 2007.

Licensing

In-bound Licensing: We license a portion of our content from third parties under exclusive and nonexclusive
agreements, which allow us to utilize characters, stories, iliustrations and trade names throughout specified
geographic territories. Examples include Disney/Pixar’s latest Cars movies and classics like Scooby-Doo, which
allow us to deliver curriculum with kids’ favorite characters. LeapFrog currently has agreements with Disney,
Nickelodeon, Wamer Brothers, Cartoon Network and HIT Entertainment.

Out-bound Licensing: We license our trademarks or service marks to third parties for manufacturing,
marketing, distribution and sale of various products. Our licensing strategy concentrates on extending our current
brand and developing brands into product categories that are consistent with our core commitment to design and
develop educational products that make learning fun and engaging. Our comprehensive licensing program
intends to expand the product range available to all of our consumers. In 2006, LeapFrog launched products
including books with Scholastic Corporation, card and board games with Cardinal, puzzles with Masterpieces
and workbooks with Learning Horizons.

Advertising and Marketing

Our advertising and marketing strategy is designed to position LeapFrog as the leader in engaging, effective,
technology-based learning solutions primarily for children up to age 12. Our communication supports a strong
brand that parents and educators seek out to supplement children’s educational needs. We strive to utilize the best
practices in integrated markeling campaigns that combine the Internet and offline media. OQur strategy includes
cross-media advertising methodology, using network and national cable television, national print and online
advertising. Our SchoolHouse segment uses leading education publications directed to school administrators and
teachers. In addition, we periodically attend education trade shows and events. In 2006, as part of our marketing
strategy to increase customer awareness of our products, we developed and expanded our online store to promote
high-traffic and repeat customer visits.

We also seek promotional partners to extend our brands and message to a hroader set of touchpoints. For
example, we have pursued promotional campaigns with partners such as Tropicana Juices and Instant Quaker
Oatmeal. We have well-established retailer relationships and communicate our messages and offers through
advertisements in store and in local newspapers. These advertisemenis run by our retail partners such as Target,
Toys “R” Us, and Wal-Mart highlight promotional activities and the availability of particular LeapFrog products
at these retailers’ outlets. In key retail stores, we use in-store demonstration display units to highlight LeapFrog
products and demonstrate the features of our products through in-store user experience.

We leverage public relations globally as a strategy to gain additional momentum for our brand and products
through media outreach focused on garnering both product-specific and corporate media coverage. We strive to
utilize best practices in media outreach campaigns that target both traditionai print and broadcast media with
Internet/viral media outreach globally.

Sales and Distribution

Historically, our net sales to retailers have shown high concentration in a limited number of customers. In
2006, net sales to Wal-Mart (including Sam’s Club), Toys “R” Us and Target accounted for approximately 26%,
22% and 18% respectively, of our consolidated net sales. In 2005, sales to Wal-Mart (including Sam’s Club),
Toys “R” Us and Target accounted for approximately 29%, 20% and 15%, respectively, of our consolidated net
sales. For a discussion of this concentration risk see “Item | A.—Risk Factors—Our business depends on three
retailers that together accounted for approximately 66% of our consolidated net sales and approximately 70% of
the U.S. Consumer segment sales in 2006 and our dependence upon a small group of retailers may increase.”
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U.S. Consumer

Our U.S. Consumer segment accounted for 70% and 74%, respectively, of consolidated sales in 2006 and
2005. We market and sell our products primarily through national and regional mass-market retail stores as well
as specialty toy stores. Sales of our products to Wal-Man (including Sam's Club and Walmart.com), Toys R
Us (including Toys “R™ Us.com) and Targei (including Target.com) accounted for approximately 27%, 22% and
21% of nel sales in our U.S. Consumer segment in 2006 and 35%, 24% and 21% in 2005, respectively. Our
remaining U.S. Consumer retail sales come from sales of our products to other mass marketers, club stores,
clec;_roqic: office supply and specialty toy stores. (n 2006, as part of our markeling strategy to increase customer-
awareness of our products, we developed and expanded our online store.to promote high-traffic and repeat
customer visits. ; )

Our sales team works with s_u_ir_c buyers from our }key retailers to foi:c_:cast demand for our products, d;ive]op_
the store floor footprint, secure retail shelf space for our products and agree upon.pricing components, including
cooperative advertising and promotional sales allowances. The large retail chains generally provide us with a
preliminary forecast of their expected purchases of our products during the year. While these and subsequent
forecasts are not contractually binding, they provide important feedback that we use in our planning process
throughout the year. We work closely with our key retailers during the year to establish and revise our expecied.
demand forecasts and plan our production and delivery needs accordingly. Most retailers issue purchase orders to
us as they need product. Based on these purchase orders, we prepare shipments for delivery through various
methods. We sell to smaller retail stores through a combination of independent sales representatives and direct™
salespersons. . . r K . - o)

. . . R J oo . e o

' International Consumer e

Our International segment accon_mtéd for 23¢% and 20%, rpspectively..of consolidated sales in 2006 and ..
2005. As of December 31, 2006, we maintained overseas subsidiaries through which we sell our products directly
to leading retailers in the United Kingdom, Canada, Mexico, and France. We currently have distribution
arrangements in Korea, Australia, New Zealand, Latin America and Europe. Distribution of products to the
Middle East, Southeast Asia and Eastern Europe are coordinated out of our United Kingdom offjce. In the third
quarter of 2006, we established a marketing and sales office in Beijing, China.

1 al o, . . ]
SchoolHouseé’ E t S . o \

Our SchoolHouse segment accounted for 7% and 6%, respectively, of consolidated sales in 2006 and 2005.
Our SchoolHouse segment’s primary customers represent U.S. pre-kindergarten through 5% grade classrooms and
also include teacher supply stores and catalog sales by our SchoolHouse segment. Using our in-house sales team
as well as independent sales rcprpscmaliveé. we sell directly to educational institutions at the classrqbrp,‘_s'chool

and district levels, and to resellers and retail outlets that target the education market. We also publish a catalog
that is aimed at and distributed to educators. . . . A

.

Financial Information About Geographic Areas .- Nk

The information about sales in geographic areas is included in Note 21 to the Consolidated Financial
Statements in ltem 8 of this report and is incorporated herein by reference.

Research and Development "
Hardware.and Software Development L . ’ :

To develop our products and content, wé have assembled a team'of technologists with backgroundsina .

wide viriety of fields including.education, child devélopment, hardware engincering, software development,

video games and toys. We havé developed internally each of our current.platforms and stand-alone products, .

although we use licensed technology if it is advaniageous to do so. For example, we use a version'of+ =~ ¢
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Macromedia’s Flash player in our Leapster and Leapster L-MAX platforms. We also use optical scanning

technology from Anoto AB in our FLY Pentop Computer platform, launched in Fall 2005, and its successor, our -

FLY Fusion platform, which we expect to launch in Fall 2007.

. We have successfully developed proprietary technologies that we use across a number of products in the
markets we serve. We have made innovations in the areas of touch detection technology, speech compression,
music synthesis and content generation. By combining technology developments in mixed signal application-
specific imegrated circuits, or ASICs, we have been able to add feawres at comparatively low cost.

We have built internal expertise in hardware design, hardware synthesis, mixed signal custom ASIC design,
real-time embedded systems, sofiware design, tools for packaging and compiling product content and mechanical
engineering. The research and development team participates in all phases of the product development process
from concept through manufacturing launch.

We believe that investment in research and development is a critical factor in strengthening our portfolio of
products, including aging-up our products offerings. In 2006, we completed consolidation of our office locations,
moving our research and development offices from Los Gatos, California to our corporate headquarters in
Emeryville. California, to better align our product development activities. As part of our strategy to improve our
margins through increased efficiency in operating expenses, sourcing and design changes and production
rationalization, we opened an office in Shenzhen, China to be able to work more closely with our suppliers to
promote lower costs and operational flexibility.

Content Development

Our dedicated content production department has written scripts and designed a large majority of the art, -
audio and other content for our interactive books, activity cards and stand-alone products, applying our own
pedagogical approach that is based on established educational standards. Most of the members of our content’
production team have prior experience in the education, entertainmient and educational software or video game
industries.

We have developed a portion of our content using licensed characters such as Disney Princesses, Thomas
the Tank Engine, Scooby-Doo, Dora the Explorer, Spider-Man, SpongeBob SquarePants and characters from the
movies Madagascar, Finding Nemo, The Incredibles and Cars. )

We launched our Developer's Studio in July 2001, which consists of a team dedicated to creating software
tools thay help wm the content designed by our content developers into inmeractive content that works with our
various platforms. In an cffort to increase the amount and variety of content available for our platform products,
we make these tools available to outside developers. Our Developer’s Studio team trains and provides technical
support to internal and external content development teams, and works with our production team to turm our
internally developed content into interactive books and software. Finally, this team is responsible for managing
the business relationships with our commun'ity of third-panty developers that are trained to create content for our
platforms. .

Our rescarch and development expense was $54.5 million in 2006, $52.3 million in 2005 and $70.0 million
in 2004. .

Intellectual Property

We belicve that the protection of our patents, trademarks, trade dress, copyrights and trade secrets is critical
10 our future success, and we aggressively protect our proprictary rights.through a combination of patents,
trademarks, copyrights, trade secrets, confidentiality procedures, nondisclosure agreements and other contractual
agreements. As of December 31, 2006, we had more than 60 utility and design patents issued by the U.S. Patent
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and Trademark Office, as well as more than 60 issued internationally. Additionally, we have filed more than 180
patem applications pending in the United States and in other countries. As of December 31, 2006, we also had
over 80 U.S. rademark registrations, as well as over 310 foreign trademark registrations. We also rely upon trade
secrets, technica) know-how and continuing invention to develop and maintain our competitive position. For a
discussion of how our intellectval property rights may not prevent our competitors from using similar or identical
technology, see “Item 1A.~—Risk Factors—OQur intellectual property rights may not prevent our competitors from
using our technologies or similar technologies to develop competing products, which could weaken our
competitive position and harm our operating results.” For a discussion of how our intellectual property rights
may not insulate us from claims of infringement by third parties, see “Item 1A.—Risk Factors—Third parties
have claimed, and may claim in the future, that we arc infringing their intellectual property rights, which may
cause us to incur significant litigation or licensing expenses or to stop selling some or all of our products or-using
some of our trademarks.”

Manufacturing, Logistics and Other Operations

Our manufacturing and operations strategy is designed to maximize the use of outsourced services
particularly with respect to the actual production and physical distribution of our products. We believe our
outsourcing strategy enhances the scalability of our manufacturing efforts. In order to work closely with our
manufacturing service providers, we have established subsidiaries in Hong Kong and Macau. We manage our
outsourced manufacturing by allowing LeapFrog's engineering resources to focus on the product design and
manufacturability while our contract manufacturers manage the supply of raw materials. Most of our producls are
manufactured from basic raw materials such as plastic and paper, and the majority of our products require
electronic components. These raw materials are readily available from a variety of sources, but may be subject to
significant fluctuations in price. Some of our electronic components uscd to make our products, including our
ASICs, currently come from sole suppliers. For information as to how this concentration of suppliers could affect
our business, see “Item 1A.—Risk Factors—We depend on our suppliers for our components and raw materials,
and our production or operaling margins would be harmed if these suppliers are not able 10 meet our demand and
alternative sources are not available” and “~Increases in our component or manufacturing costs could reduce
obr gross margins.”

We use contract manufacturers located in Asia, primarily in the People’s Republic of China or PRC, 1o build
our finished products. These suppliers are selected based on their technical and production capabilities and are
matched to particular products 1o achieve cost and quality efficiencies. For information as to how this
concentration of manufacturing could affect our business, see “Item | A.—Risk Factors—We rely on a limited
number of manufacturers, virtually all of which are located in China, to produce our finished products, and our
reputation and operating results could be harmed if they fail to produce quality products in a timely and cost-
effective manner and in sufficient quantities.” '

In our U.S, Consumer segmeiit, some products are shipped directly to our contract warehouse in Fontana,
California then they arc later shipped to meet the demands of our major U.S. retailers and other smaller retailers
and distributors throughout the United States. Some products are shipped directly to the retailers’ locations from
our contract manufacturers. The products for our Intermnational segment are either shipped directly to our
international distributors or to local country contract warehouses from which the products are then shipped to
meet the demands of our international distributors and customers. The products for our SchoolHouse segment are
shipped directly 1o our contract warehouse in Chino, California and are later shipped to meet the demands of the
educational institetions and educators who purchase our products.

Information Technology

In 2005 and 2006, we implemented an information technology environment which is built around a single
global inslance of Oracle enterprise resource planning, or ERP, applications. This environment supports our core
financial, order management, distribution, and supply chain operations. We are also in the process of
implementing new data warehouse system and metrics capabilities for improved demand planning, sales
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analytics, financial planning and financial reporting. For information as to how our information technology
environment could affect our business, see “Item ! A—Risk Factors—We have had significant challenges to our
management systems and resources, particularly in'our supply chain and information systems, and as a result we
may experience difficulties managing our business.”

Retail Sales Service and Consumer Service

We believe that our ability to establish and maintain jong-term relationships with consumers and retailers
depends, in part, on the strength of our customer support and service operations. We encourage and utilize
frequent communication with and feedback from our consumers and retailers to continually improve our products
and service. We have a dedicated retail sales service team that works with our top retailers and provides
point-of-sale related analysis for beuier forecasting and inventory plans. We believe that providing direct contact
with our existing and targeted retailer customers is an efficient way to convey the value of our products and
services and demonstrate the advantages of our products over those of cur competitors.

We have contracted with an outside customer service provider who operates hours appropriate to our
industry. The customer service provider's schedule of operation varies to keep pace with the seasonality of our
current business. We respond to email inquiries received through our website, and we have a team of in-house
consumer service representatives who oversee and coordinate our customer service activities with our third-parny
customer service providers. In addition, we have a knowledge resource link on our website that directs
consumers 10 a frequently asked questions scction, which we updale as we receive consumer feedback.

Competition

We compete broadly within the U.S. and intemnational toy industry in the Infant / Toddler / Preschool, and
electronic leaming aids calegories. These categories continue to grow in size and importance, and as a result have
become an increasingly competitive arena. Competitors in the educational 10y market continue 10 increase their
investment in product research and development and advertising, while focusing on management of global
product launches and retail shelf space and market share of products sold directly through online internet based
channels, We believe our products compete in these market segments based on brand, product design features,
learning content and experience, quality and price. We believe the LeapFrog brand is recognized for quality
educational products, enabling us to compare favorably with many of our current competitors on some or all of -
these factors. For a discussion of the possible effects that competition could have on our business, se¢ “liem
1 A.—Risk Factors—~If we are unable to compete effectively with existing or new competilors, our sales and
market share could decline.”

Our Infant / Toddler / Preschool category is strategically significant because it introduces parents to the
LeapFrog line of educational products. While our products are differentiated by their educational branding, we
face competition from a wide ficld of companies in all of our major markets. Historically, our principal
competitors in the Infant / Toddler / Preschool category have included Mattel, Inc. primarily under its Fisher-
Price brand, Hasbro, Inc. and Vtech Holdings Ltd. We also compete with companies that are relatively new to the
educational product arena, many of which are smaller than our traditional competitors.

As we move forward with our strategies of providing web connectivity for all our key products and aging-up
our portfolio to serve a wider age range of children, we will compete increasingly with products in a number of
other categories and industries including computer products, electronic and online games and entertainment
appliances. In 2005, we introduced our FLY Pentop Computer. The FLY Pentop Computer is targeted at the
market for ages eight years and older. Our FLY marketing plan has allowed us to begin to merchandise our
products away from the 10y aisle and other LeapFrog branded products. Competitive products in this industry
include handheld and console-based gaming platforms from Sony, Microsoft and Nintendo and games and other
software produced for these platforms. Other products, such as MP3 music players, also compete for conswmer
disposable income currently allocated to educational toys. The FLY Pentop Computer and associated products,
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panticularly our new FLY Fusion Pentop Computer (available in Fall 2007) can be found at retail stores with
other electronic products, and may thercfore compete with other electronic devices. Consequently, companies
like Apple Inc., Fujitsu Limited, Texas Instruments, Hewlen-Packard Company, Microsoft Corporation, Palm,
Inc., Sega Corporation and Toshiha can be considered competitors or potential competitors of LeapFrog.

Our SchoolHouse segment competes in the U.S. supplemental educational materials market. We believe the
principal competitive factors affecting the market for our products in the schoo! market are proven educational
effectiveness, brand, features and price. Our SchoolHouse segment faces competition in the supplemental
curriculum market from major textbook publishers such as Harcourt (a division of Reed Elsevier), Houghton
Mifflin Company, McGraw-Hil!, Pearson plc and Scholastic Corporation, as well as electronic educational
material and service providers such as Knowledge Adventure, Compass Learning, PLATO Leaming, Inc.,
Renaissance Learning and Riverdeep Group plc.

For a discussion of the possible effect the competition could have on our business, see “Item 1A.—Risk
Factors—If we are unable to compete effectively with existing or new competitors, our sales and market share
could decline.”

Seasonality

LeapFrog's business is highly seasonal, with our retail cusiomers making up a large percentage of all
purchases during the back-t0-school and traditional holiday scasons. Qur business, being subject to these
significant seasonal fluctuations, generally realizes the majority of our net saies and any of our net income during
the third and fourth calendar quarters. These seasonal purchasing patterns and production lead times cause risk to
our business associated with the under production of popular items and over production of items that do not
match consumer demand. In addition, we have seen our customers managing their inventories more stringently,
requiring us to ship preducts closer to the time they expect to sell to consumers, increasing our risk to meet the
demand for specific products at peak demand times, or adversely impacting our own inventory levels by the need
to pre-build products 10 meet the demand.

For more information, see “Item 7—Management’s Discussion and Analysis of Financial Condition and
Result of Operations —Seasonality and Quarterly Results of Operations™ and “liem IA.—Risk Factors—Qur
business is seasonal, and therefore our annual operating results depend, in large part, on sales relating 10 the brief
holiday season.” And “—If we do not maintain sufficient invenlory levels or if we are unable to deliver our
product to our customers in sufficient guantities, or if our inventory levels axe 100 high, our operating results will
be adversely affected.”

Employees

As of December 31, 2006, we had 916 full-time cmployees. We also retain independent contractors to
provide various services, primarily in connection with our content development. We are not subject o any
collective bargaining agreements and we believe that our relationship with our employces is good. In the third
quarter of 2006, we reorganized our company o create four product groups: Reading Solutions, Interactive
Educational Games, FLY and Grade School and Infant / Toddler / Preschool. There was little impact on
headcount as a result of this organization. In the fourth quarter we restructured our SchoolHouse segment to
focus our sales and product development resources on reading curriculum for core grade levels and 1o better align
it with our consumer strategy. With these changes we expect the segment 10 have a posilive earnings contribution
in 2007. This restructuring led to termination of 59 full-time employees in the SchoolHouse segment. For more
information about our workforce reduction and employees see “ltem 7.—Management’s Discussion and Analysis
of Financial Condition and Results of Operations—Business Update™ and “Item | A.—Risk Factors—We depend
on key personnel, and we may ot be able to reiain, hire and integrate sufficient qualified personnel to maintain
and expand our business.” ' :
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Executive Officers of the Registrant

The following table sets forth information with respect to our executive officers as of March 1, 2007:

Name Age  Position Held
Jeffrey G. Katz ............. 51 Chief Executive Officer and Director
William B, Chiasson , .. ...... 54 Chief Financial Dfficer, President
Nancy G. MacIntyre ......... 47 Executive Vice President, Product, Innovation and
. Marketing
Martin A. Pidel.............. 42 Executive Vice President, Intemational
William K. Campbell ........ 45 Senior Vice President, Consumer Sales
Michael J.Dodd ............ 47 Senior Vice President, Supply Chain and Operations
Michael J. Lorion ........... 51 President, SchoolHouse
_RobenL.Moon............. 57 Senior Vice President, Chief Information Officer
HildaS. West . ............. 46 Senior Vice President, Human Resources
Peter M.O.Wong ........... 40 General Counsel and Corporate Secretary
KarenL.Luey .............. 46 Vice President, Controller and Principal Accounling
Officer .

Jeffrey G. Katz has served as our Chief Executive Officer and President since July 2006 and as a member of
our board of directors since June 2005. Mr. Katz served as the Chairman and Chief Executive Officer of Orbitz,
Inc. from 2000 to 2004. From 1997 10 2000, Mr. Katz was President and Chicf Executive Officer of Swissair.
From 1980 to 1997, he served in a variety of roles at American Airlines, including Vice President of American
Airlines and President of the Compulerized Reservation System Division of SABRE. Mr. Katz serves on the
board of directors of Northwest Airlines Corporation, a publicly held airline, and is a member of their Audit
Committee. Mr. Katz received a B.S. in mechanical engineering from the University of California, Davis, and
holds M.S. degrees from both Stanford University and the Massachusetts Institute of Technology.

Willium B. Chiasson has served as our Chief Financial Officer since November 2004. Prior to joining us, he
served as Senior Vice President and Chief Financial Officer of Levi Strauss & Co., a marketer of apparel, from
August 1998 to December 2003. From January 1988 to August 1998, Mr. Chiasson served in varying capacities
with Kraft Foods, Inc., a division of Phillip Morris Companics and a manufacturer and seller of branded foods
and beverages, most recently as Senior Vice President, Finance and [nformation Technology for Kraft Foods,
Inc. From June 1979 to January 1988, Mr. Chiasson served in varying capacities with Baxter Healthcare, most
recently as its Vice President and Controller for the Hospital Group. Mr. Chiasson is a certified public accountant
and received his B.A. from the University of Arizona and his M.B.A. from the University of Southern California.

Nancy G. Macintyre has served as our Executive Vice President, Product, Innovation, and Marketing since
February 2007. From May 2005 through January 2007, Ms. MacIntyre served on the executive team at
LucasArts, a LucasFilm company, most recently as Vice President of Global Sales and Marketing. Previously,
Ms. Macintyre had been with Atari, Inc as Vice President, Marketing from 2001 through 2005 and with Atari,
Inc.'s predecessor Hasbro Interactive from 1998 to 2001 in senior sales and marketing positions. Between 1988
and 1998 Ms. Macintyre held sales and marketing positions at Broderbund Software and Lotus Development
Corp. Ms. MacIntyre received her B.S. in finance and accounting from Drexel University.

Martin A. Pidel has served as our Executive Vice President, International since January 2007. From 1997
through December 2006, Mr. Pidel served in varying capacities with HASBRO, Inc. including key roles in
Europe and the US, most recenily as Vice President of Imernational Marketing. Prior 10 joining Hasbro,

Mr. Pidel worked for Black & Decker in Germany and the U.K. from 1992 through 1997, where he worked in
both product and brand marketing roles. Mr. Pidel received his B.S. in marketing from Albany State University
and an M.B.A. a1 the Schiller International University in Heidelberg, Germany.
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Witliam K. Campbell has served as our Senior Vice President, Consumer Sales since May 2006, as Vice
President, Consumer Sales from December 2002 to May 2006 and as Director of Sales from January 2000 to
December 2002. Prior to joining LeapFrog, he served in varying capacities at Lego Systems, Inc., most recently
as national account manager from February 1989 to December 1999. Mr. Campbell received his B.A. from
Stephen F. Austin State University.

Michael J. Dodd has served as our Senior Vice President, Supply Chain and Operations since April 2005.
Prior to joining us, he co-founded Executive Technology, Inc., a value-added reseller and system integrator of
information technology products, and served as its Chief Operating Officer from September 2003 through April
2005. From May 2002 to September 2003, Mr. Dodd served as Executive Vice President, Chief Marketing
Officer and Chief Operating Officer at Targus Group International, Inc., a provider of mobile personal computers
and wireless accessories. Mr, Dodd was a Vice President, Operations at Juniper Networks, Inc., 2 manufacturer
of internal protocol, or IP, routers from September 2000 to May 2002. From November 1989 (o September 2000,
Mr. Dodd served in various capacities at Compaq Computer Corporation, a manufacturer of personal computers,
most recently as Managing Director of operations and strategic procurement for the Presario personal computer
business. Mr. Dodd received his B.B.A. from Texas A&M University.

Michael J. Lorion has served as our President, SchoolHouse since December 2006. Prior to that, Mr. Lorion
served at varying capacities at LeapFrog since June 2005. Prior to joining us, Mr. Lorion served in different
capacities at palmOne, Inc, from February 2000 to April 2005, most recently as Vice President, Vertical Markets
Sales & Marketing. Prior to that, Mr. Lorion held various positions at Apple Computer, Inc. from August 1988
through January 2000, most recently as Vice President, Apple Americas Education Division. Mr. Lorion received
his B.S. from Springfield College.

Robert L. Moon has served as our Senior Vice President, Chief Information Officer since February 2005.
Prior to joining us, he served as Chief Information Officer and Vice President of Global Corporate Information
Systems at Viewsonic Corporation, a global provider of visual display technology products, such as liquid crystal
displays and cathode ray tube monitors, from January 2001 through February 2005. From November 1999 to
December 2000, Mr. Moon served as Senior Vice President of Operations at Unibex, Inc., a business-to-business
e-commerce exchange. Prior to that, from February 1995 to November 1999, Mr. Moon was the Chief
information Officer and Vice President at Micros Systems, Inc. a provider of hospitality point of sale and
property management sysiems. Prior to entering the private sector, Mr. Moon served for 21 years as an officer of
the United States Navy, retiring with the rank of Commander. His last assignment in the Navy was as Chief
Information Officer and Deputy Director of Operations for the Office of Naval Research in Washington, D.C.,
for which he received the Navy's Distinguished Service Medal. Mr. Moon received his B.S. from the United
States Naval Academy and pursued graduate studies at George Washington University.in the area of management
of science and technology.

Hilda S. West has served as our Senior Vice President, Human Resources, since October 2006. Prior to
joining us, Ms. West served in various capacities at Avtodesk, Inc., a leading design software
company, from February 2002 to October 2006, most recently as Senior Director, Talent Management, Prior to
that, Ms. West served as Senior Director, Human Resources at Ninth House Network, an c-leaming provider for
organizational development from May 2000 through October 2002. Ms. West received her B.S. from Bosion
University and her M.B.A, from the Walter A. Haas School of Business at the University of California, Berkeley.

Peter M. O. Wong has served as our General Counsel since April 2006 and as our Corporate Secretary since
February 2005. Mr. Wong served as our Vice President, Legal Affairs from August 2004 to March 2006 and as
our Corporate Counsel from November 2001 to July 2004. From 1999 10 2001, he worked at Quokka Sports,
Inc., a digital sports entertainment company, most recently as Associate General Counsel and Vice President,
Corporate Development. Prior to that, he was a business attorney at Cooley Godward Kronish LLP (formerly
Cooley Godward LLP) and Howard, Rice, Nemerovski, Canady Falk & Rabkin. Mr. Wong received his B.A.
from the University of California, Berkeley, and his J.D. from the University of California, Hastings College of
the Law.
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Karen L. Luey has served as our Vice President, Controller and Principal Accounting Officer since
December 2005. Prior to joining us, Ms. Luey served as Vice President Finance and Corporate Controller of
Sharper Image Corporation, a multi-channel specialty retailer of consumer products, from July 2000 to December
2005. Feom August 1997 to July 2000, Ms. Luey served as Vice President, Controller with Discovery Channel
Retail, the retail division of Discovery Communications, a global media and entertainment company. From 1990
to August 1997, Ms. Luey servéd in various capacities at Sharper Image Corporation. Ms. Luey received her B.S.
from California State University, Hayward.

Available Information

We are subject to the information requirements of the Securitics Exchange Act of 1934, or the Exchange
Act. Therefore, we file periodic reports, proxy statements and other information with the Securities and
Exchange Commission, or SEC. Such reports, proxy statements and other information may be obtained by
visiting the Public Reference Room of the SEC a1 100 F Street, NE, Washington, DC 20549 or by calling the
SEC at 1-800-SEC-0330, by sending an electronic message to the SEC at publicinfo@sec.gov or by sending a
fax to the SEC at 1-202-777-1027. In addition, the SEC maintains a website (www.sec.gov) that contains reports,
proxy and information statcments, and other information regarding issuers that file electronically.

We make our a2nnual report on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K
and all amendments to such reports filed or furnished pursuant to Section 13(a) or 15(d) of the Exchange Act,
available (free of charge) on or through our website located at www_LeapFroginvestor.com, as soon as
reasonably practicable after they are filed with or furnished to the SEC. Information contained on or accessible
through our website is not deemed to be part of this report on Form 10-K.

Item 1A, Risk Factors,

Qur business and the results of its operations are subject to many factors, some of which are beyond our
controt. The following is a dcscnonn of some of the risks and uncertainties that may affect our future financiat
performance.

Our operating plan may not correct recent trends in our business.

In July 2006, our board of directors appointed Jeffrey G. Katz as our President and Chief Executive Officer.
Under Mr, Katz's leadership, we commenced and completed a full strategic review of our business. The critica)
strategic themes of the plan that resulted from this review are detailed in "ltem 1-—Business—OQOverview.”

We may encounter difficulties executing our ncw business strategy. Among other things, we may not have
sufficient resources to make the necessary investments to develop and implement the technological advances
required 10 maintain our competitive position in our industry. Thercfore, we cannot provide any assurance that
we can successfully implement this strategic plan, or if implemented, that it will appreciably improve sales and
earnings. Failure to execute our operating plan may have an adverse impact on our operating results and financial
condition.

If we fail to predict consumer preferences and trends accurately, develop and introduce new products
rapidly or enhance and extend our existing core products, our sales will suffer.

Sales of our platforms, related software and stand-alone products typically have gfown in the periods
following initial introduction, but we expect sales of specific products to decrease as they mature. For example,
net sales of the Classic LeapPad and My First LeapPad platforms in our U.S. Consumer business peaked in 2002
and have been declining since. Therefore, the introduction of new products and the enhancement and extension
of existing products, through the imroduction of additional software or by other means, is critical 10 our future
sales growth. To remain competitive, we must continue to develop new technologies and products and enhance
existing technologies and product lines, as well as successfully integrate third-party technology with our own,
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The successful development of new products and the enhancement and extension of our current products
will require us to anticipate the needs and preferences of consumers and educators and to-forecast market .and
technological trerids accurately. Consumer preferences, and particularly children’s preferences, are continuously
changing and are difficult to predict. In addition, educational curricula change as states adopt new standards.

We cannol assure you that these products will be successful or that other products will be introduced or, if
introduced, will be successful. The failure to enhance and extend our existing products or to develop and
introduce new products that achieve and sustain market acceptance and produce acceptable margins would harm
our business and operating results,

We depend on key personnef, and we may not be a'{)je ‘to hire, retain and integrate sufficient qualified
personnel to maintain and expand our business. |

Our future success depends partly on the continued contribution of our key executives and technical, sales,
marketing, manufacturing and administrative personnel. In July 2006, our board of directors appointed Jeffrey G.
Katz as our President and Chief Executive Officer, Subsequent to Mr. Katz's appointment, we reorganized our
management team and appointed ncw global business leaders for our product lines. During 2006, we hired a new -
Vice President of Software Engincering, Vice President of Web Products, Vice President of Hardware
Engineering, and Senior Vice President of Human Resources, and in early 2007, we hired a new Executive Vice
President, International and a new Executive Vice President of Product, Innovation and Marketing. We also
commenced a full strategic review and planning process, which will require us to add new strategic capabilitics
and related management personnel. We have experienced significant turnover in our management positions. If
our new leaders are unable to properly integrate into the-business or if we are unable to appropriately replace .
personnel or functional capabilities on a timely basis or at all, our business will be adversely affected.

In October 2006, we completed consolidation of our office locations, moving our research and development
offices from Los Gatos, California to our corporate headquarters in Emeryville, Califomia, approximately 50
miles away. We may face the challenge of retaining our Los Gatos personnel due to the change of location.and
may be unable to hire skilled personnel to replace them. The loss of services of any of our key personnel could
harmn our business. If we fail to retain, hire, train and integrate qualified employees and contractors, we will not
be able to mainiain and expand our business. .

Pant of our compensation package includes stock and/or stock options. If our stock performs poorly, it may
adversely affect our ability to retain or attract key employees. In addition, because we have been required to treat
all stock-based compensation as an expense as of January 1, 2006, we experienced increased compensation costs
in 2006. Changes in compensation packages or costs could impact our profitability and/or our ability to attract
and retain sufficient qualified personnel. :

Our advertising and prq')motlonal activities may not be successful.

Our products are marketed through a diverse spectrum of advertising and promotional programs. Our ability
to sell product is dependent in part upon the success of such programs. If we do not successfully market our
products, or if media or other advertising or promotional costs increase, these factors could have a material
adverse cffect on our business and results of operations. . .

-

If we are unable to compete effectivefy with existing or new competitors, our sales and market share could
decline. '

We currently compeie primarily in the Infant / Toddler / Preschool category, and clectronic leaming aids
category of the U.S. toy industry and, to some degree, in the overall U.S. and international 10y industry. We
believe that we are also beginning to compete, and will increasingly compete in the future, with makers of
popular game platforms and smart mobile devices such as personal digital assistants. OQur SchoolHouse segment
competes in the U.S. supplemental educational materials market. Each of these markets is very competitive and
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we expect competition to increase in the future. Many-of our direct, indirect and potential competitors have
significantly longer operating histories, greater brand recognition and substantially greater financial, technical
and marketing resources than we do. These competitors may be able to respond more rapidly than we can to
changes in consumer requirements or preferences or to new or emerging technologies. They may also devote
greater resources to the development, promotion and sale of their products than we do. We cannot assure you that
we will be able to compete effectively in our markets. '

Our business depends on three retailers that together accounted for approximately 66% of our
consolidated net sales and 70% of the U.S. Consumer segment sales in 2006, and our dependence upon a
small group of retailers may increase.

Wal-Mart (including Sam's Club), Toys “R™ Us and Target accounted in the aggregate for approximately
70% of our net sales in 2006. In 2006, sales to Wal-Man (including Sam’s Club), Toys “R" Us and Target
accounted for approximately 26%, 22% and 18%, respectively, of our consolidated net sales. We expect that a
small number of large retailers will continue to account for a significant majority of our sales and that our sales 10
these retailers may increase as a percentage of our total sales.

We do not have long-term agreements with any of our retailers. As a result, agreements with sespect to
pricing, shelf space, cooperative advertising or special promotions, among other things, are subject to periodic
negotiation with each retailer. Retailers make no binding long-term commitments to us regarding purchase
volumes and make all purchases by delivering one-time purchase orders. If any of these retailers reduce their
purchases from us, change the terms on which we conduct business with them or experience a future downturn in
their business, our business and operating results could be harmed.

Our business s seasonal, and therefore our annual operating results depend, in large part, on sales
relating to the briefl holiday season.

Sales of consumer electronics and toy products in the retail channel are highly seasonal, causing the
substantial majority of our sales to retailers to occur during the third and fourth quarters. In 2006, approximately
73% of our total net sales occurred during the latter half of the year. This percentage of total sales may increase
as retailers become more efficient in their control of inventory levels through just-in-time inventory management
systems. Generally, retailers time their orders so that suppliers like us will fill the orders closer to the time of
purchase by consumers, thereby reducing their need to maintain larger on-hand inventories throughout the year to
meet demand.

Failure to predict accurately and respond appropriately to retailer and consumer demand on a timely basis to
meet seasonal fluctuations, or any disruption of consumer buying habits during this key period, would harm our
business and operating results. We expect that we will continue (o incur losses in 2007 and in the first and second
quarters of each year for the foreseeable future.

If we do not maintain sufficient inventory levels or if we are unable to deliver our product to our
customers in sufficient quantities, or if our retailer’s inventory levels are too high, our operating results
will be adversely affected.

The high degree of ecasonaluy of our business places stringent demands on our inventory forecasting and
production plannmg processes, 1f we fail to meet tight shipping schedules, we ‘could damage our relationships
with retailers, increase our shlppmg cosls or cause sales opportunilies to be delayed or Jost. In order to be able to
deliver our merchandise on a timely basis, we need to maintain adequate inventory level of the desired products.
If our inventory forecasting and production planning processes result in us manufacturing inventory levels in
excess of the levels demanded by our customers, our operating results could be adversely affected due to
additional inventory write-downs for excess and obsolete inventory. If the inventory of our products held by our
retailers is too high, they will not place orders for additional products, which would unfavorably impact our
future sales and adversely affect our operating results.

7

(m@am]




We depend on our suppliers for our components and raw materials, and our production or operating
margins would be harmed if these suppliers are not able to meet our demand and alternative sources are
not available.

Some of the components used to make our products, including our application-specific integrated circuits, vr
ASICs, currently come from a single supplicr. Additionatly, the demand for some components such as liquid
crystal displays, integrated circuits or other ¢lectronic components is volatile, which may lead to shortages. If our
suppliers are unable to meet our demand for our components and raw materials and if we are unable to obtain an
alternative source or if the price available from our current suppliers or an alternative source is prohibitive, our
ability to maintain timely and cost-effective production of our products would be seriously harmed and our
operating results would suffer. In addition, as we do not have long-term agreements with our major suppliers,
they may stop manufacturing our components at any time.

We rely on a limited number of manufacturers, virtually all of which are located in China, to produce our
finished products, and our reputation and operating results could be harmed if they fail to produce quality
products in a timely and cost-effective manner and in sufficient quantities,

We outsource substantialty all of our finished goods assembly, using several Asian manufacturers, most of
who manufacture our products at facilities in the Guangdong province in the southeastern region of China. We.
depend on these manufacturers to produce sufficient volumes of our finished products in a timely fashion, at
satisfactory quality and cost levels and in accordance with our and our customers’ terms of engagement. If our
manufacturers fail to produce quality finished products on time, at expected cost targets and in sufficient
quantities, our reputation and operating results would suffer. In addition, as we do not have long-term agreemenis
with our manufacturers, they may stop manufacturing for us at any time, with little or no notice. We may be
unable to manufacture sufficient quantities of our finished products and our business and operating results could
be harmed.

Increases in our component or manufacturing costs could reduce our gross margins.

Cost increases for our components or manufacluring services, whether resulting from shortages of materials,
labor or otherwise, including, but not limited to rising cost of materials, transportation services, labor, commodity
price increases and the impact of foreign currency fluctuations could negalively impact our gross margins.
Because of market condition and other factors, we may not be able to offset any such increased costs by adjusting
the price of our products.

Any errors or defects contained in our products, or our failure to comply with applicable safety standards,
could result in delayed shipments or rejection of our products, damage to our reputation and expose us to
regulatory or other legal action.

We have experienced, and in the future may experience, delays in releasing some modets and versions of
our products due to defects or errors in our products. Qur products may conlain errors or defects after
commercial shipments have begun, which could result in the rejection of our products by our retailers, damage to
our reputation, lost sales, diverted development resources and increased customer service and support costs and
warranty claims, any of which could harm our business. Individuals could sustain injuries from our products, and
we may be subject 10 claims or lawsuits resulting from such injuries. There is a risk that these claims or liabilities
may exceed, or fall outside the scope of, our insurance coverage. Moreover, we may be unable to retain adequate
liability insurance in the future. We are subject to the Federal Hazardous Substances Act, the Flammable Fabrics
Act, regulation by the Consumer Product Safety Commission, or CPSC, and other similar federal, state and
international rules and regulatory authorities. Our products could be subject to involuntary recalls and other
actions by such authorities. Concerns about potential lability may lead us to recall voluntarily sélected products.
Recatls or post-manufacture repairs of our products could harm our reputation, increase our costs or reduce our
nei sales.
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We have had slgnificant challenges to our management systems and resources, particularly in our supply
chain and information systems, and as a result we may experience difficulties managing our business.

We rely on various information technology systems and business processes lo manage our aperations. We
are currently implementing medifications and upgrades to our systems and processes, There arc inhcrent costs
and risks associated with replacing and changing these systems and processes, including substantial capital
expenditures, demands on management time and the risk of delays or difficulties in transitioning to new systems
or of integrating new systems into our current systems. Any information technology system disruptions, if not
anticipated and appropriately mitigated, could have an adverse effect on our business and operations.

Our international consumer business may not succeed and subjects us to risk associated with international
operations.

We derived approximaltely 23% of our net sales from markets outside the United States in 2006. As part of
our business review, we announced in July 2006, we are in the process of reviewing our international business
and expect to strengthen our international product and distribution effectiveness. However, our efforts to increase
sales for our products outside the United States may not be successful and may not achieve higher sales or gross
margins or contribution to profitability.

Our business is, and will increasingly be, subject to risks associated with conducting business
intermationally, including:

* developing successful products that appeal to the international markets;

+ political and economic instability, military conflicts and civil unrest;

+  greater difficulty in staffing and managing forcign operations;

* transponation delays and interruptions;

»  greater difficulty enforcing intellectual property rights and weaker laws protecting such rights;'

+ complications in complying with laws in varying jurisdictions and changes in governmental policies;

+ trade protection measures and import or expont licensing requirements;

= currency conversion risks and currency fluctuations; and

* limitations, including taxes, on the repatriation of eamings.

Any difficulties with our international operations could harm our future sales and operating results.

Our financial performance will depend in part on our SchoolHouse segment, which may not be successful.

We launched our SchoolHouse segment in June 1999 to deliver classroom instructional programs to the
pre-kindergarten through 5th grade school market and explore adult learning opportunities. To date, the
SchoolHouse segment, has incurred cumulative operating losses. In December 2006, we announced a
reorganization of the SchoolHouse segment, which reduced the size of our SchoolHouse organization by half.
Going forward. the segment is focusing sales and product development resources on reading curriculum for core
grade levels. However, if we cannot continue to increase market acceptance of our SchoolHouse segment’s
supplemenial educational products, the segment’s future sales and profitability could suffer.

Qur intellectual property rights may not prevent our competitors from using our technologies or similar
technologies to develop competing products, which could weaken our competitive position and harm our
operating results,

Qur success depends in large part on our proprietary technologics that are used in our learning plaiforms and
related sofiware. We rely, and plan to continue to rely, on a combination of patents, copyrights, trademarks,
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service trademarks, trade secrets, confidentiality provisions and licensing arrangements to establish and protect
our proprietary rights. The contractual arrangements and the other steps we have taken to protect our intellectual
property may not prevent misappropriation of our intellectual property or deter independent third-party
development of similar technologies. The steps we have taken may not prevent unauthorized use of our
intellectual property, particularly in foreign countries where we do not hold patents or trademarks or where the
laws may not protect our intellectual property as fully as in the United States. Some of our products and product
features have limited intellectual property protection, and, as a consequence, we may not have the legal right to
prevent others from reverse engineering or otherwise copying and using these features in competitive products.
In addition, monitoring the unauthorized use of our intellectual propenty is costly, and any dispute or other
liigation, regardless of outcome, may be costly and time-consuming and may divert our management and key
personnel from our business operations. However, if we fail 10 protect or to enforce our intellectual property
rights successfully, our rights could be diminished and our competitive position could suffer, which could harm
our operating results. For additional discussion of litigation related to the protection of our intellectual property,
see “Part 1, Financial Information, Note 11 1o the Consolidated Financial Statements—"Commitmenis and
Contingcncics.";—ugal Proceedings.—LeapFrug Enterprises, Inc. v. Fisher-Price, Inc. and Mattel, Inc.”

Third parties have claimed, and may claim in the future, that we are infringing their intellectual property
rights, which may cause us to incur significant litigation or licensing expenses or to stop selling some of our
products or using some of our trademarks. :

In the course of our business, we periodically receive claims of infringement or otherwise become aware of
potentially relevant patents, copyrights, trademarks or other iniellectual property rights held by other parties.
Responding to any infringement claim, regardless of its validity, may be costly and time-consuming, and may
divert our management and key personnel from our business operations. If we, our distributors or our
manufacturers are adjudged to be infringing the intellectual property rights of any third-party, we or they may be
required to obtain a license to use those rights, which may not be obrainable on reasonable terms, if at all. We
also may be subject to significant damages or injunctions against the development and sale of some of our
products or against the use of a trademark or copyright in the sale of some of our products. Our insurance may
not cover potential claims of this type or may not be adequate 10 indemnify us for all the liability that could be
imposed. For more information regarding this see “Part |, Financial Information, Note 11 to the Consolidated
Financial Statements—"Commitments and Contingencies,"—Legal Proceedings—Tinkers & Chance v.
LeapFrog Emerprises, Inc.”

Our net loss would be increased and our assets would be reduced if we are required to record impalrment
of our intangible assets,

Intangible assets include the excess purchase price over the cost of net assets acquired, or goodwill.
Goodwill arose from our September 1997 acquisition of substantially ail the assets and business of our
predecessor, LeapFrog RBT, and our acquisition of substantially all the assets of Explore Technologies in July
1998. Our intangible assets had a net balance of $25.9 million and $27.6 million at December 31, 2006 and 2005,
respectively, which are allocated to our U.S, Consumer segment. Pursuant to Statement of Financial Accounting
Standards No. 142, “Goodwill and Other Intangible Asscts” (“SFAS 142"), goodwil) and other intangibles with
indefinite lives are tested for impairment at least annually. In determining the existence of impairment, we
consider changes in our strategy and in market conditions and this could result in adjustments to our recorded
asset balances. Specifically, we would be required to record impairment if the carrying values of our intangible
assets exceed their estimated fair values. Such impairment recognition would decrease the carrying value of
intangible assets and increase our net loss. At December 31, 2006 and 2005, we had $19.5 million of goodwill
and other intangible assets with indefinite lives. We tested our goodwill and other intangible assets with
indefinite lives for impairment during the fourth quarter by comparing their carrying values to their estimated fair
values. As a result of this assessment, we determined that no adjustments were necessary (o the stated values.
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We are subject to international, federal, state and local laws and regulations that could impose additional
costs or changes on the conduct of our business.

We operate in a highly regulated environment with international, federal, state and local governmental
entities regulating many aspects of our business, including products and the importation of products. Regulations
with which we must comply include accounting standards, taxation requirements (including changes in
applicable income tax rates, new tax laws and revised tax law interpretations), trade restrictions, regulations
regarding financial matters, environmental regulations, advertising directed toward children, safety and other
administrative and regulatory restrictions. Compliance with these and other laws and regulations could impose
additional costs on the conduct of our business. While we take all the steps we believe are necessary to comply
with these laws and regulations, there can be no assurance that have achieved compliance or that we will be in
compliance in the future. Failure to comply with the relevant regulations could result in monetary liabilities and
other sanctions which could have a negative impact on our business, financial condition and results of operations.
In addition, changes in laws or regulations may lead to increased costs, changes in our effective tax rate, or the
interruption of normal business operations that would negatively impact our financial condition and results of
operations. ’

From time to time, we are involved in litigation, arbitration or regulatory matters where the outcome is
uncertain and which could entail significant expense.

We are subject from time to time 10 regulatory investigations, litigation and arbitration disputes. As the
cutcome of these matters is difficult to predict, it is possible that the outcomes of any of these matters could have
a material adverse effect on the business. For more information regarding litigation see *“Part I, Financial
Information, Note 11 to the Consolidated Financial Statemenis—"Commitments and Contingencies,”—Legal
Proceedings” in this report.

Weak economic conditions, armed hostilities, terrorism, natural disasters, labor strikes or'public heatth
issues could have a material adverse effect on our business.

Weak economic conditions in the U.S. or abroad as a result of lower consumer spending, lower consemer
confidence, higher inflation, higher commodity prices, such as the price of oil, political conditions, natural
disaster, labor strikes or other factors could negatively impact our sales or profitability. Furthermore, armed
hostilities, terrorism, natural disasters, or public health issues, whether in the U.S. or abroad could cause damage
and disruption to our Company, our suppliers or our customers or could create political or economic instability,
any of which could have a material adverse impact on our business. Although it is impossible to predict the
consequences of any such cvents, they could result in a decrease in demand for our product or create delay or
inefficiencies in our supply chain, by making it difficult or impossible for us to deliver products to our customers,
or for our manufacturers to deliver products to us, or suppliers to provide component parts.

Notably, our U.S. distribution centers, including our distribution center in Fontana, California, and our
corporate headquarters are located in California near major earthquake faults that have experienced carthquakes
in the past. In addition io the factors noted above, our existing earthquake insurance relating to our distribution
center may be insufficient and does not cover any of our other operations.

If we are unable to maintain the efTectiveness of our internal control over financial reporting, we may not
be able to accurately report our financial results and cur management may not be able to provide its
report on the effectiveness of our internat control over financial reporting as required by the Sarbanes-
Oxley Act.

Our management assessed the effectiveness of our internal control over financial reporting as
of December 31, 2006 and December 31, 2005. The assessment as of December 31, 2006, concluded that these
controls were effective, and the assessment as of December 31, 2005 identified a material weakness in our
internal control over financial reporting for our financial statement ctose process. For more information, see
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“liem 9A. Controls and Procedures” in this report on our assessment of our internal control over financial
reporting. We received an unqualified opinion from our external auditors on our financial statements for the
years ended December 31, 2006 and 2005. Areas of our internal control over financial reporting may require
improvement from time to time. If management is unable to assert that our internal control over financial
reporting is effective at any time in the future, or if our external auditors are unable to express an opinion that our
internal control over financial reporting is effective, investors may lose confidence in our reported financial
information, which could result in the decrease of the market price of our Class A common stock.

One stockholder controls a majority of our voting power as well as the composition of our board of
directors.

Holders of our Class A common stock will not be able to affect the outcome of any stockholder vote. Our
Class A common stock entitles its holders to one vote per share, and cur Class B common stock entitles its
holders o ten votes per share on all matters submitied (o a vote of our stockholders. As of December 31, 2006,
Lawreace J. Ellison and entities controlled by him beneficially owned approximately 16.7 million shares of our
Ciass B common stock, which represents approximately 53% of the combined voting power of cur Class A
common stock and Class B commaon stock, As a result, Mr, Ellison controls all stockholder voling power,
including with respect to:

+  (he composition of our board of directors and, through it, any determination with respect to our business
direction and policies, including the appointment and removal of officers;

+ any determinations with respect to mergers, other business combinations, or changes in control;
= our acquisition or disposition of assets.
« our financing activities; and

» payment of dividends on our capital stock, subject to the limitations imposed by our credit facility.

This control by Mr. Ellison could depress the market price of our Class A common stock or delay or prevent
a change in control of LenpFrog. -

The limited voting rights of our Class A common stock could negatively affect its attractiveness to
investors and its llquldnty and, as a result, its market value.

The holders of our Clasq A and Class B common stock generally have identical rights, except that holders of
our Class A common stock are entitled to one vote per share and holders of our Class B common stock are
entitled to ten votes per share on all matters to be voted on by stockholders. The holders of our Class B common
stock have various additional voting rights, including the right to approve the issuance of any additional shares of
Class B common stock and any amendment of our certificate of incorporation that adversely affects the rights of
our Class B common stock. The difference in the voting rights of our Class A common stock and Class B
common stock could diminish the value of our Class A common stock to the extent that investors or any polential
future purchasers of our Class A common stock auribute value to the superior voting or other rights of our Class
B common stock.

Provisions in our charter documents, Delaware law and our credit facility agreement may delay or prevent
an acquisition of our Company, which could decrease the value of our Class A common stock.

Our cerificate of incorporation and bylaws and Delaware law contain provisions that could make it harder |
for a third-party to acquire us without the consent of our board of directors. These provisions include limitations
on actions by our stockholders by written consent and the voling power associated with our Class B common
stock. In addition, our board of directors has the right to issue preferred stock without stockholder approval,
which could be used by our board of directors 10 affect a rights plan or ““poison pill” that could dilute the stock
ownership of a potential hostile acquirer and may have the effect of delaying, discouraging or preventing an
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acquisition of our Company. Delaware law also imposes some restrictions on mergers and other business
combinations between us and any holder of 15% or more of our outstanding voting stock. Although we believe
these provisions provide for an opportunity to receive a higher bid by requiring potential acquirers to negotiate
with our board of directors, these provisions apply even if the offer may be considered beneficial by some
stockholders. In addition, under the terms of our credit agreement, we may need to seek the written consent of
our lenders of the acquisition of our Company.

Our stockholders may experience significant additional dilution upon the exercise of options or issuance of
stock awards.

As of December 31, 2006, there were outstanding awards under our equity incentive plans that could result
in the issuance of approximately 9.7 million shares of Class A common stock. To the extent we issue shares upon
the exercise of any of options, performance-based stock awards or other equity incentive awards issued under our
2002 Equity Incentive Plan, investors in our Class A common stock will experience additional dilution.

Our stock price could become more volatile and your investment could lose value,

All the factors discussed in this section could affect our stock price. The timing of announcements in the
public markets regarding new products, product enhancements by us or our competitors or any other material
announcements could affect our stock price. Speculation in the media and analyst community, changes in
recommendations or eamings estimates by financial analysts, changes in investors’ or analysts’ valuation
measures for our stock and market trends unrelated 1o our stock can cause the price of our stock to change. A
significant drop in the price of our stock could also expose us 1o the risk of securities class action lawsuits, which
could result in substantial costs and divert management’s aitention and resources, which could adversely affect
our business.

Item 1B. Unresolved Staff Comments.
Not applicable,

Item 2. Properties.

The table below identifies a list of material property locations that we currently hold. In addition to these
properties, we have leased properties for administration, sales and operaitons in Arkansas, Canada, England,
France, Mexico and China, each of which is less than 10,000 square feet of space, respectively.

. Lease
Location Use Square Feet  Type of Possession  Expirntion Date

Fontana, California Distribution Center 600,000  Lease 2010
Emeryville, California  Headquarters-operations for our

three business segments 137,200  Lease 2016
Fontana, California Distribution Center 126,672  Lease 2006
Omario, California Distribution Center 109,000 Lease 2008
Los Gatos, California Engineering, research and

development 19,300  Lease 2007
Beijing, China Administration and Logistics for

China operations 14,531 Lease 2009
Shenzhen, China Technology Research &

Development 13,262 Lease 2009
Hong Kong, China Asian administration and logistics 12,877 Lease 2007
Austin, Texas SchoolHouse Segment operations 10,000  Lease 2008
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In 2006, we completed consclidation of our office locations, moving our research and development offices
from Los Gatos, California to our corporate headquarters in Emeryville, California; and opened an office in
Shenzhen, China to expand our research and development activities.

Item 3. Legal Proceedings.

From time to time, LeapFrog is party to various pending claims and lawsuits. We are currently party 10 the
lawsuits described below. and we intend 1o defend or pursue these suits vigorously.

Tinkers & Chance v. LeapFrog Enterprises, Inc.

In August 2005, a complaint was filed against us in the federal district coun for the Eastern District of Texas
by Tinkers & Chance, a Texas partnership. The complaint alleges that we have infringed, and induced others to
infringe, United States Patent No. 6,739,874 by making, selling and/or offering for sale in the United States and/
or importing our LeapPad and Leapster plaiforms and other unspecified products. Tinkers & Chance seeks
unspecified monctary damages, including triple damages based on its allegation of willful and deliberate
infringement, atlomeys’ fees and injunctive relief. In the spring of 2006, the court granted Tinkers & Chance’s
motions to amend the complaint 1o add claims of infringcment of U.S. Patent Nos. 7,006,786 7,018.213;
7,029,283 and 7,050,754 against our LeapPad, Leapster and L-Max platforms. A claim construction hearing is set
for May 10, 2007 and trial is scheduled for November 2007.

LeapFrog Enterprises, Inc, v. Fisher-Price, Inc. and Mattel, Inc.

In October 2003, we filed a complaint in the federal district court for the district of Delaware against Fisher-
Price, Inc., alleging that the Fisher-Price PowerTouch learning system violates United States Patent
No. 5,813,861. In September 2004, Mattel, Inc. was joined as a defendant. We are secking damages and
injunctive relief. Following a rial in the distsict count, the court declured a mistrial because the jury was unable
to reach a unanimous verdict, and the parties stipulated to have the case decided by the court based on the
seven-day trial record. On March 30, 2006, the district court issued an order ¢ntering judgment in favor of
Fisher-Price, Inc. with respect to patent infringement and invalidated claim 23 of our *861 patent. We have
appealed this decision. The appeal has been fuily briefed and a hearing on the appeal was held in March 7, 2007.

Stockholder Class Actions

In December 2003, April 2005 and June 2005, six purported class action lawsuits were filed in fedcral
district court for the Northemn District of California against Leapfrog and certain of our current and former
officers and directors alleging violations of the Securities Exchange Act of 1934. These actions have since been
consolidated into 2 single proceeding captioned In Re LeapFrog Enterprises, Inc. Securities Litigation. On
January 27, 2006, the lead plaintiffs in this action filed an amended and consolidated complaint. In July 2006, the
Court granted our motion to dismiss the amended and consolidated complaint with leave to amend. On
September 29, 2006, plainiiffs filed a second amended consolidated class action complaint. This second amended
complaint seeks unspecified damages on behalf of persons who acquired our Class A common stock during the
period July 24, 2003 through October 18, 2004, Like the predecessor complaint, this complaim alleges that the
defendants caused LeapFrog to make false and misleading statements about our business and forecasts about the
financial performance, and that certain of our current and former individual officers and directors sold portions of
their stock holdings while in the possession of adverse, non-public information. We have filed a motion to
dismiss the second amended consolidated complaint, and a hearing on our motion is set for March 16, 2007.
Discovery has not commenced, and a trial date has not been se.

Item 4. Submission of Matters to a Vote of Security Holders.

No matters were submitted to our stockholders during the fourth quarter of our 2006 fiscal year.
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PART II

Item 5. Market for Registrant’s Common Equity, Related Stockholder Matters and Issuer Purchases of
Equity Securities, '

Market Information and Holders

Our Class A common stock is listed on the New York Stock Exchange, or the NYSE, under the symbol
“LE.” There is no established public trading market for the Class B common stock. On February 28, 2007, there
were approximately 2,147 holders of record of our Class A common stock and nine holders of record of our
Class B common stock.

The following table sets forth the high and low sales prices per share of our Class A common stock on the
NYSE in each quarter during the last two years. The values stated below are actual high and low sales prices,
inclusive of inwra-day rading. The 2005 values differ slightly from our prior year filing due to a change in the
source of the data.

_Zil)_ﬁ High Low

| ] LT | $12.72  $10.48
SeCONd QUATTET . ... .t i e ia e $10.81 $ 935
Thied QUAMET .. .. e e $10.75  $ 671
FOURN QUATIET . .. . ittt eeciiinrneenernnnnns $991 § 758
2008

T T Ty T $13.85 $10.06
Second QUaMEr ... .. ... i e ey $12.10 §$ 924
Third QUarer ... i e e e $15.23  $11.13
Fourthquarter ... ... ... i i i e i iiias, $1500 811.37

Dividend Policy

We have never declared or paid any cash dividends on our capital stock. Our current credit facility prohibits
the payment of cash dividends on our capital stock. We expect to reinvest any future earnings into the business.
Therefore, we do not anticipate paying cash dividends on our common stock in the foreseeable fulure.
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Stock Price Performance Graph(1)

The following graph shows the total stockholder return of an investrment of $100.00 in cash for
(i) LeapFrog's Class A common stock, (ii) the Standard & Poor’s 500 Index and (iii) the Standard & Poor’s
Consumer Discretionary Index, for the period beginning on July 25, 2002 (based on the closing price of
LeapFrog’s Class A common stock on the date on which LeapFrog’s Class A common stock began trading on the
New York Stock Exchange) through December 31, 2006.

The stockholder return shown on the graph below is not necessarily indicative of future performance, and
we do not make or endorse any predictions as to future stockholder retums.
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(1) This section is not “soliciting material,” is not deemed “filed” with the SEC and is not to be incorporated by
reference in any filing of LeapFrog under the Securities Act or the Exchange Act whether made before or
after the date hereof and irrespective of any general incorporation language in any such filing.
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Item 6. Selected Financial Data. -

The following selected consolidated financial data for the five years ended December 31, 2006, have been
derived from our audited consolidated financial statements. The following information is qualified by reference
to, and should be read in conjunction with, “Item 7. Management’s Discussion and Analysis of Financial
Condition and Results of Operations™ and the consolidated financial statements and related notes thereto.

For the Year Ended December 31,

2006 2005 2004 2003 2002

(tn thousands, except per share data)
Consolidated Statements of Operations Data:

Netsales .....ooiiiii it rrseranaaaerennss $ 502,255 $649,757 $640,289 $680.012 $531,772
Grossprofit ........ .. ... i i i 147,034 279,636 250,045 340,)44 270,41
Income (loss) from operations .................... (124,663) 20,953 (13,983) 109,458 71,351
Netincome (I0SS) ..... ..o iiriinrnrrnnennnnns $(145,092) $ 17,500 $ (6,528) ¥ 72,675 § 43,444
Net income (loss) per common share:

Basic ... i it $ @3ps% 028 % (IHS$ 127 8 1.09

Diluted.........cciiii it et eiiieennens $.(23)S 028 3% (011% 120 %8 086
Shares used in calculating net income (toss) per share:

BasIt ..ttt e it 62,818 61,781 59976 57246 39,695

Diluted . ... e e 62,818 62329 59976 60548 50,744

December 3,
2006 2005 2004 2003 2002

(In thousands, except per share daty)
Consolidated Balance Sheet Data:
Cash, cash equivalents, and short-term investments ..., $ 148,098 § 72,072 § 88,747 $112,603 § '{3,327

Restricted cash . ....... ..ot iivniiineianennnn —_ 150 8418 -— —
Working capital (1) ....... s 289,984 410,740 376,610 368,456 224685
Total aSS8IS .. ... vttt et 450,441 605,829 559,794 552,659 397,682
Long-term obligations —capital lgase ............... 4 570 — — —_
Total stockholders’ equity ...............c.ccivenns $ 333,962 $466,323 $434,500 3415,146 $268,798

(1) Current assets less current liabilities.

Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operation,
Overview

LeapFrog creates and markets products which make learning fun with connected, innovative technology that
teaches and engages in the world's largest markets. Qur mission is to create educational products, content and
services that kids love, parents trust, and teachers value.

To date, we have established our brand and products primarily for children up to age 12 in the U.S. retail
market. We use the toy form and price points to make learning fun and cost-effective. As a result, sales in our
U.S. Consumer and International segmems, our larges: business segments, curremiy are generated in the toy
aisles of retailers. We have sold the products of our SchoolHouse (formerly referred to as “Education and
Training™) segment predominantly to educational institutions,

We design, develop and market technology-based educationat platforms with curriculum interactive
software content and stand-alone products and these products are for sale through retailers, distributors and
direculy to schools. We operate three business segments, which we refer to as U.S. Consumer, International, and
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SchoolHouse. For further information regarding our three business segments, see Note 21 1o our consolidated
financial statements contained in ltem 8 of this annual report.

In our U.S. Consumner segment, we markel and sell our products directly to national and regional mass-
market and specialty retailers as well as to other retail stores through sales representatives and through our online
store. Our U.S. Consumer segment is our most developed business, and is subject to significant seasonal’
influences, with the substantial majority of our sales occurring in the third and fourth quarters. In 2006, this
segment represented approximately 70% of our total net sales. Although we are expanding our retail presence by
selling our products online as well as to electronics and office supply stores, the vast majority of our U.S.
Consumer sales are to a few large retailers. Net sales to Wal-Mart (including Sam's Club), Toys “R” Us and
Target accounted for approximately 70% of our U.S. Consumer segment sales in 2006 compared to 80% in 20035
and 86% in 2004. As a percentage of our consolidated net sales, combined net sales to Wal-Mart (including
Sam’s Club), Toys “R” Us and Target accounted for approximately 66%, 64% and 64% of our consolidated net
sales in 2006, 2005 and 2004, respectively.

In our International segment, which accounted for 23% of our iotal net sales for 2006, we se!l our products
outside the United States directly 1o retailers and through various distribution arrangements. We have four direct
sales offices in the United Kingdom, Canada, France, and Mexico. We also maintain various distribution and
strategic arrangements in countries such as Australia, Japan, Germany, Korea and China among others. The
International segment represented approximately 23% of our total net sales in 2006.

Our SchoolHouse segment, which accounted for 7% of our total net sales for 2006, currently targets the
pre-kindergarten through 5th grade school market in the United States, including sales directly to educational
institutions and teacher supply stores, and through catalogs aimed at educators.

Business Update : '

In July 2006, our board of directors appointed Jeffrey G. Katz, as our President and Chief Executive Ofﬁg-er.
Under Mr. Katz's leadership, we commenced and completed a full strategic review of our business. This review
was substantially completed in the Fall of 2006 and when we announced the Company plan to:

* Regain market leadership in the leam-to-read market.

¢ " Build our business around key technology platform architectures.

»  Provide web connectivity for all our products including those for ages 6 and above:

+  Strengthen our portfolio of products.

» Manage the business by creating a metrics-driven culiure,

We have begun 10 implement significant changes based oo the findings of our full strategic review. In
particular, we are focusing our resources and investments in a few key areas:

*  Reading solutions: We will introduce a set of successor products to our LeapPad line of business;

* Interactive educational games: Qur successful Leapster line will be updated, hardware margins
improved, and our marketing will place a greater emphasis on software sales;

»  Across-the-board margin improvement: We are making sourcing improvements, changing the design of
key products 10 reduce product ¢ost, deleting slow-moving or weak margin stock-keeping units (§KUs),
and reducing other operating costs that are not tied to product or eamnings improvement;

*  Web connectivity: Key products will be web connected 1o support an improved play-experience and
better software sales;
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* Aging up: The FLY Fusion platform, our next generation FLY product will launch in 2007, and will
expand LeapFrog's age segment profile with an improved software library, web connectivity, and
sleeker form factor, and enhanced and ease of use;

* International expansion, including China, where test marketing has begun.

In the third quarter of 2006, we reorganized our Company to create four product groups: Reading Solutions,
Interactive Educational Games, FLY and Grade School, and Infant / Toddler / Preschool. The head of each
product group is accountable for the profit and loss of their group and directs all product development and
marketing for their portfolio of products. We believe this new structure provides greater accountabiiity for our
key products and better aligns our resources to collaborate efficiently on our top priorities thereby enabling a
faster return 1o profitability. There was little impact on headcount as a result of this re-organization.

In December 2006, we restructured our SchoolHouse segment to focus the sales and product development
resources of this segment on reading curriculum for core grade levels, and to better align it with our consumer
strategy. This restructuring led to the termination of 59 full-time employees. As a result, in the fourth quarter of
2006, we recorded a related expense in selling, general and administration expense of approximately $1.1
million. :

Summary of Current Results

Qur consolidated net sales in 2006 were $502.3 million, a decrease of $147.5 miltion or 23% compared to
2005, on a reported and on a constant currency basis, which assumes that foreign currency exchange rates were
the same in 2006 as 2005. Sales in al) segments declined during 2006 primarily as a result of significant
reduction in the sales of our LeapPad family of products. We increased our promotional activities to reduce
existing FLY Pentop inventories as we plan to repiace our FLY Pentop Computer with the FLY Fusion Pentop
Computer in 2007. Sales of our screen-based products were down slightly as retailers worked off excess
inventories, Retailers’ inventories fell an estimated 40% at the end of 2006 compared to the same period last
year, which also negatively impacted our 2006 sales. '

Our gross margin decreased by 13.7 percemage points to 29.3% in 2006 compared to 43.0% in 2005. Gross
margins declined in al) segments of the business as a result of significant charges for allowance for excess and
obsolete inventory, particularly in our U.S. Consumer and International segments. in addition, we recorded
higher sales discounts and allowances mainly due to promotional efforts to assist retailers reduce their slow-
moving inventories.

Our selling, general and administrative expense increased by $5.7 million, or 5%, in 2006 compared to
2005. Selling, general and administralive expense consists primarily of salaries and related employee benefits,
legal fees, marketing expenses, systems costs, rent, office equipment, supplies and professional fees. The
increase was primarily due to higher stock-based compensation expense associated with the adoption of
Statement of Financial Standard No. 123(R), “Share-based Payments,” or SFAS 123(R), effective January I,
2006, and severance expenses for terminated employees. These expenses are partially offset by lower legal fees
resuliing from settlement of outstanding litigation and less expense associaled with patent enforcement in 2006.

Our research and development expense increased by $2.1 million, or 4%, in 2006 compared to 2005.
Research and development expense consists primarily of costs relaled to content development, product
development and product engineering. The increase was primarily due lo expenses associated with the
consolidation of our engineering facilities into our headquarters at Emeryville, California and additional expense
for stock-based compensation upon the adoption of SFAS 123(R).

Qur advertising expense increased by $5.4 million, or 8%, in 2006 compared 1o 2005. Advertising expense
consists primarily of television advertising, cooperative advertising, online promotions and in-store displays.
Advertising expense as a percentage of sales was 15% in 2006 compared to 11 % in 20035, The increase was
primarily attributable to our efforts to reduce inventory levels,
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Our loss from operations of $124.7 million, compared to income of $21.0 million in 2005, was primarily
driven by the decline in our sales, lower gross margin and higher operating expenses in our U.S. Consumer and
International segmenis.

Our provision for income taxes for 2006 was approximately $26.6 million, compared to $6.3 million for
2005. The increase in income tax expense was driven by the recognition of a non-cash charge to establish a
valuation allowance against our gross domestic deferred tax assets in accordance with the criteria of Statement of
Financial Accounting Standards No. 109, “Accounting for Income Taxes" (“SFAS 109™).

Our net loss was $145.1 million for 2006, respectively, compared to net income of $17.5 million for 2005.
The change was primarily due to the decline in our sales, lower gross margin and higher income tax expense.

Our cash and cash equivalents combined with shori-term investments increased to $148.1 miltion in 2006
from $72.2 million in 2005, The increase was primarily due 1o the reduction in our invenlorics and accounts
receivable, partially offset by reduced eamings.

Inventories, net of allowances, were $73.0 million at December 31, 2006 and $169.1 million at
December 31, 2005. Inventories decreased by $96.1 million, or 57%., from December 31, 2005 to December 31,
2006. 1n an effort to reduce inventory levels, we significantly curtailed 2006 inventory purchases, which resulted
in lower inventory levels at December 31, 2006. Inventory levels also reflect an increase of $10.0 million in the
allowance for excess and obsolete inventory. This increase was primarily due to our expectations related to future
sales of existing products as well as products (o be discontinued or replaced as a result of our updated strategic
direction. We have implemented strategies intended to improve our capability to forecast and control our
inventory.

We have made and continue to make substantive changes that we believe will correct recent trends in our
business. Specifically, during 2006, we have taken the following actions:

»  We have consolidated some of our business groups and support functions based on the newly created
core brands of our products, These changes are consistent with our ongoing strategic plan and goals and
we expect clearer accountability and authority over resources to lead to improved performance,

*  We completed the consolidation of our enginéen'ng facilities with our corporate headquarters in
Emeryville, California during the fourth quarter of 2006. We expect the improved integration of
engineering with product and marketing to lead to product and cost improvements.

+  During 2006 and early 2007, we hired new employees that have relevant experience and expertise for
our senior management team and skills consistent with our new plan. These include a new VP of
Software Engineering, VP of Web Products, EVP of International, VP of Hardware Engincering, EVP
of Product, Innovation and Marketing, and SVP of Human Resources. We have also promoted a number
of our most successful employees to senjor roles.

» InJuly 2006, we completed the installation of the second phase of our Oracle 11i ERP system. This
system will improve the linkage between sales forecasting and inventory planning, and improve
customer service levels for our retail customers, as well as the quality and timeliness of information to
facilitate decision-making. The benefits of the ERP installation will not be fully realized until after the
2006 season. This system is also facilitating inventory reduction by our retailers.

»  We completed our SKU “redesign” and rationalization, with total SKU reduction of 18% expected for
2007.

+  We selccted strategic suppliers and manufacturers to help us deliver our product strategy and improve
Costs.

»  We established a China engineering office to allow us to improve product costs and cycle times.
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Our outlook for 2007 and 2008 is consisient with our new strategic plan introduced in Fall 2006.

= We plan to strengthen our position in the reading market by developing new reading solutions products,
historically, our most successful product line, which we will begin introducing in 2008,

*  We will leverage the success of our Leapster product by introducing 2008 significant updates to the
product and to the Leapster family and expanrding our software library.

*  We will “age-up" our portfolio (i.e., increase the percentage of our products aimed a1 children age 6 and
above) by launching products which are aimed at children who are older than our historically successful
grade school age segment, such as our new FLY Fusion, Fusion software and Fusion accessories. We
anticipate that FLY Fusion will be utilized as well by our SchoolHouse division and by third party
partners around the world.

*  We will utilize the web to improve our users’ product experience, and to drive sales, marketing and
brand awareness

* In the third quarter of 2007, we will launch a number of new products, including our new FLY Fusion
Pentop Computer, our first web-connected platform, our new ClickStart My First Computer system and
a number of products in our infant / Toddler / preschool category.

While we expecl these and other changes to improve trends in our performance, we do no expeci them (o
contribute substantially until after 2007, due to the lead time associated with our product development, sourcing
and distribution aspects our business and also due to the year end seasonality that drives substantially all of our
sales volume. Accordingly, we expect a modest sales decline in 2007, improved gross margins from 2006 due to
2006 inventory reduction efforts and improved product mix and a decline in operating expenses from 2006,
consistent with the decline in sales. Overall, we expect a loss in 2007, which we expect to be significantly less
than the loss for 2006.

For information on our operating plan that could affect our business, see “liem 1A.—Risk Factors—Our
operating plan may not correct recent trends in our business.”

Critical Accounting Pelicies, Judgments and Estimates

Our management’s discussion and analysis of our financial condition and results of operations is based upon
our consolidated financial statements, which have been prepared in accordance with accounting principles
generally accepted in the United States. The preparation of these financial statements requires us to make
estimates and assumptions that affect the reported amounts of assets, liabilities, revenues, expenses and reported
disclosures. On an on-going basis, we evaluate our estimates, including those related to revenue recognition,
allowances for accounts receivable, inventory valuation, the valuation of deferred tax assets and tax liabilities,
intangible assets and stock-based compensation. We base our estimates on historical experience and on complex
and subjective judgments often resulting from determining estimates about the impact of events and conditions
thai are inherently uncertain. These estimates form the basis for making judgments about the carrying values of
assets and liabilities that are not readily apparent from other sources. Actual resulis may differ from these
estimates under different assumptions or conditions.

Cur significant accounting policies are described in Note 2 to our consolidated financial statements. Certain
accounting policies are particularly impornant to the portrayal of our financial position and results of operations
and require the application of significant judgment by our management. We believe the following critical
accounting policies are the most significant in affecting judgments and estimates used in the preparation of our
consolidated financial statements.

Revenue Recognition

We recognize revenue when products are shipped and title passes to the customer provided that there are no
significant post-delivery obligations to the customer and collection is reasonably assured. Net sales represent
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gross sales less negotiated price allowances based primarily on volume purchasing levels, estimated returns,
allowances for defective products, markdowns and other sales allowances for customer promotions. A small
portion of our revenue related to training and subscriptions is deferred and recognized as revenue over a period of
one to 18 months. We deferred less than 1% of net sales in 2006, 2005 and 2004, '

Allowances for Accounts Receivable

We reduce accounts receivable by an allowance for amounis we believe will become uncollectible. This
allowance is an estimale based primarily on our management’s evaluation of the customer’s financial condition,
past collection history and aging of the accounts receivable balances. If the financial condition of any of our
customers deteriorales, resulting in impaisment of its ability to make payments, additional allowances may be
required. '

We provide estimated allowances for product returns, chargebacks, promotions and defectives on product
sales in the same period that we record the related revenue. We estimate our allowances by utilizing historical
information for existing products. For new products, we estimate our allowances for product returns on specific
terms for product returns and our experience with similar products. We continually assess our historical
experience and adjust our allowances as appropriate, and consider other known factors. If actual product retums,
chargebacks, promotions and defective products are greater than our estimates, additional allowances may be
required. Historically, our estimated allowances for accounts receivable, returns, chargebacks, promotions and
defectives have been adequate to cover actual charges.

We disclose our allowances for doubtful accounts on the face of the balance sheet. Our other receivable
allowarices include allowances for product returns, chargebacks, defective products and promotional markdowns.
These other ailowances totaled $41.5 million and $44.4 million at December 31, 2006 and 2005, respectively.
The decrease in other receivable allowances was primarily due lower sales volume, improved shipping operations
and faster collection of outstanding smounts. These allowances are recorded as reductions of gross accounts
receivable.

Inventory Valuation

Inventories, net are stated at the Jower of cost, on a first-in, first-owt basis, or market value. Our estimate of
an allowance for slow-moving, excess and obsolete inventories is based on our management’s review of on-hand
inventories compared to their estimated future usage, demand for our products, anticipated product selling prices
and products planned for discontinuation. If actual future usage, demand for our products and anticipated product
selling prices are less favorable than those projected by our management, additional inventory write-downs may
be required. Management monitors these estimates on a quarterly basis. When considered necessary,
management makes additional adjustments to reduce inventory 1o its net realizable value, with corresponding
increases to cost of goods sold. Allowances for cxcess and obsolete inventory were $34.1 million and $24.2
million in 2006 and 2005, respectively, and are recorded as a reduction of gross inventories. The increase in
allowances for excess and obsolescence reflects higher reserves for the LeapPad family of products, given their
continuing sales declines and planned replacement in 2008, as well as higher reserves for the FLY Pentop
Computer, The FLY Fusion Computer, the next generation of FLY, will be introduced in Fali 2007.

Intangible Assets

Intangible assets include the excess purchase price over the cost of net assets acquired, or goodwill.
Goodwill arose from our September 23, 1997 acquisition of substantially all the assets and business of our
predecessor, LeapFrog RBT, and our acquisition of substantially all the assets of Explore Technologies on
July 22, 1998. Our intangible assets had a net balance of $25.9 million and $27.6 million at December 31, 2006
and 20035, respectively and are allocated to our U.S. Consumer segment pursuant to Statement of Financial
Accounting Standards No. 142, “Goodwill and Other Intangible Assets” (SFAS 142), goodwill and other
intangibles with indefinite lives are tested for impairment at least annually. At December 31, 2006 and 2005, we
had $19.5 million of goodwill and other intangible assets with indefinite lives. We tested our goodwili and other
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intangible assets with indefinite lives for impairment during the fourth quarter by comparing their carrying values
to their estimated fair values. As a result of this assessmem, we determined that no adjustments were necessary to
the stated values.

Intangible assets with other than indefinite lives include patents, trademarks und licenses, one of which is a
ten-year technology license agreement entered into in January 2005 to jointly develop and customize our optical
scanning technology. The determination of related useful lives and whether the intangible assets are impaired
involves significant judgment. Changes in strategy or markel conditions could significantly impacl these
judgments and require that adjustments be recorded to asset balances. We review intangible assets, as well as
other long-lived assets, for impairment at least annually or whenever events or circumstances indicate that the
carrying value may not be fully recoverable.

Stock-Based Compensation

At December 31, 2006, we had stock-based compensation plans for employees and noncmployee directors
which authorized the granting of various stock-based incentives including restricted stock, restricted stock units
and stock options. The vesting periods for restricted stock and restricted stock units are generally three and four
years, respectively, We also grant stock options to certain of our employees for a fixed number of shares with an
exercise price generally equal 1o the fair value of the shares on the date of grant, These options generally vest
over a four-year period.

Prior to January 1, 2006, we accounted for the stock-based compensation plans under the measurement and
recognition provisions of APB Opinion No.285, “Accounting for Stock Issued io Employees,” and related
Interpretations, permiitted under Statement of Financial Accounting Standard No. 123, “Accounting for Stock-
Based Compensation™ (“SFAS 123"). As a result, stock-based compensation was included as a pro forma
disclosure in the Notes to the financial statements.

Effective, January 1, 2006, we adopted the recognition provisions of Statement of Financial Accounting
Standard No. 123 (R), “Share-Based Compensation” ("SFAS 123(R)"), using the modified-prospective transition
method. Under this transition method, compensation cost in 2006 included the portion vesling in the period for
(1) all share-based payments granted prior to, but not vested, as of January 1, 2006, based on the grant date fair
value estimated in accordance with the original provisions of SFAS 123, and (2) all share-based payments
granied subsequent to January 1, 2006, based on the grant date fair value estimated in accordance with the
provisions of SFAS 123(R). Results for the prior periods have not been restated.

The fair value of each stock option granted is estimated on the date of the grant using the Black-Scholes
option-pricing model. The toral grant date fair value is recognized over the vesting period of the options on a
straight-line basis. The weighted-average assumptions for the expected life and the expected stock price volatility
used in the model require the exercise of judgment. The risk-free interest rate used in the model is based on the
assumed expected life. The expected life of the options represent the period of time the options are expected o be
outstanding and is based on the guidance provided in the SEC Staff Accounting Bulletin No. 107 on Share-Based
Payment. Expected stock price volatility is based on a consideration of our stock’s historical and implied volatilities
as well as the volatilities of other public entities in our industry. The risk-free interest rate vsed in the model is
based on the U.S. Treasury yield curve in effect at the time of grant and has a term equal to the expected life.

Restricicd stock awards and restricted stock units are payable in shares of our Class A common stock. The
fair value of each restricted stock or unit is equal to the closing market price of our stock on the trading day
immediately prior 10 the date of grant. The grant date fair value is recognized in income over the vesting period
of these stock-based awards. The cost of our performance-based stock awards is expensed based on achieving
pre-established financial measures, including certain stock price milestones. We did not achieve the related
financial goals in 2004, 2005, and 2006, resulting in cancellation of the associated share grants. Stock-based
compensation arrangements to non-employees are accounted for using a fair value approach. The compensation
costs of these arrangements are subject (0 re-measurement over the vesting terms.
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Income Taxes

We ‘account for income taxes using the liability method. Under this method, deferred tax assets and
liabilities are determined based on differences between financial reporting and tax bases of assets and liabilities
and are measured using enacted tax rates and laws that will be in effect when the differences are expected to
reverse. Valuation allowances are provided when it is more likely than not that all or a portion of a deferred tax
asset will not be realized. In determining whether a valuation allowance is warranted, we take into account such
factors as prior earnings history, expected future earnings, carryback and carryforward periods, and tax strategies
that could potentially enhance the likelihood of realization of a deferred tax asset.

During 2006, we recorded a non-cash valuation allowance of $60.4 million against its gross deferred tax
assets of $60.4 million, of which $24.9 million relates to pre-2006 deferred tax assets. The amount represents
100% of the domestic deferred tax assets. The viluation allowance is calculated in accordance with the
provisions of SFAS 109, which requires an assessment of both positive and negative evidence when measuring
the need for a valuation allowance. Qur domestic net operating losses for the most recent four-year period, the
expectation of additional net operating losses in 2007 and changes in our business strategy increased the
uncertainty about whether the level of future profitability nceded to record the deferred assets will be achieved
and represented sufficient negative evidence to require a valuation allowance under the provisions of SFAS 109.
We intend to maintain a valuation allowance until sufficient positive evidence exists to support its reversal.
Should we determine that we would be able to realize all or part of our deferred tax assets in the future, an
adjustment to the valuation allowance would be recorded in the period such determination was made. The
majority of our domestic deferred tax assets gencrally have 0 — 20 years until expiry or indefinite lives.

Our financial statements also include accruals for the estimated amounts of probable future assessments that
may result from the examination of federal, state or international tax returns. Qur tax accruals, tax provision, .
deferred 1ax assets or income tax liabilities may be adjusted if there are changes in circumstances, such as !
changes in tax law, tax audits or other factors, which may cause management to revise its estimates. The amounts ‘
ultimately paid on any future assessments may differ from the amounts accrued and may result in an increase or
reduction to the effective tax rate in the year of resolution,

Results of Operations

The following table sets forth sefected information concerning our results of operations as a percentage of
net sales for the pericds indicated:

Year Ended December 31,
2006 2005 2004
(- 1 100.0% 100.0% 100.0%
Costofsales .....ovuiriiii i i e i i i it 70.7 57.0 59.5
Gross profit . ...... e e et e e e 29.3 43.0 40.5
Operating expenses:
Selling, general and administrative .................c0000ieilnns 263 19.4 18.9.
Research and development . . ... .. ... ... ... il 10.8 8.1 9.5 !
AdVEITISING ... e e e 15.0 10.8 13.0
Depreciation and amortization . .........c.cceiiiirecirnnrrnann., 2.0 1.6 1.2
Total OPETALING EXPEINSES .+« e v v\t vaveeneernenreennernnerensenanss 541 399 426
Income (loss) from Operations ...........c.ciiniiuiiiiianiansananns (24.8) 3.1 (2.1)
Net interest income and other income {expense), net .................. t.2 04 0.2
Income (loss) before provision (benefit) for income taxes .............. (23.6) 35 (1.9
Provision (benefit) for INCOME LAXES .. ..ot vvrrrnveernbissccnnnrans 5.3 1.0 (0.9)
Net inCOmME (JOSS) .« v vttt cee et e i iis i iina s anna s (289)% 2.5% (L.O)%
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Twelve Months Ended December 31, 2006 Compared To Twelve Months Ended December 31, 2005
Net Sales

Net sales decreased by $147.5 million, or 23%, from $649.8 million in 2005 to $502.3 million in 2006, on a
reported and on a constant currency basis, which assumes that foreign currency exchange rates were the same in
2006 as 2005.

Net sales for each segment and its percentage of total Company net sales were as follows:

Year Ended December 31,
2006 2005 Change
% of % of
C'l'o!a.l Co'l':tal
omgan 144
Segment (1) Sai:: Y $(1) Salveas y $) i
US.Consumer .......ov0ovvvvvnnnnn $350.7 70%  $478.3 T9%  $(127.6} (27)%
cIntemnational ..................... 114.6 23% 131.2 20% (16.6) (13)%
SchoolHouse ...........cccovvvont. 37.0 1% 40.3 _6% (33 @)%
Total Company .................. $502.3 100%  $649.8 10%  $(147.5) (23)%

(1) In millions.

U.S. Consumer. Qur U.S. Consumer segment’s net sales decreased by $127.6 million, or 27%, from $478.3
million in 2005 to $350.7 million in 2006. In our U.S. Consumer segment, net sales of platform, software and
stand-alone products in dollars and as a percentage of the segment’s total net sales were as follows:

Net Sales % of Tolal
Year Ended Year Ended
December 11, Change December 31,
2006(1)  2005(1) Hn % 2006 2008
|3 T 1 1] 1+ TR 31228 $196.2 $(724) (3% % 41%
SOMWERIE - .\ eeeeeereerneeenaeeneanss 105.1 145.7 (40.6) (28)% 30%  30% ]
SANg-alome .. ... . e i 121.8 136.4 {14.6) (1% E% 2%
NetSales.........ovvunirininininenennn, $350.7  $4783  $(127.6) (2% 100% 100%

(1) Inmillions.

The net sales decrease in this segment was primarily the result of the following factors:
*  63% decline in sales volume of our LeapPad family of products, which is technologically past its prime.

+ Discounts and allowances mainly due to our promotional efforts 1o reduce retailers’ slow-moving
inventories, increased by $5.0 million in 2006. Specifically, we reponed 68% tower sales for our FLY
Pentop Computer business compared to 2005, reflecting promotional and other activities to reduce
existing FLY Pentop inventories in its lasi selling season. We plan to replace the FLY Pentop Computer
with the FLY Fusion Pentop Computer in 2007,

These factors were partially offset by direct sales at our on-line store of approximately $8.0 million
compared to $3.1 million in 2005. We plan 1o continue building our web products business, We expect to
continue to improve our online sales principally by improving our sales efforts and methodelogies at the web
stores of our major retail customers and at the all-orline e-tailers, and also at our own online web store.
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International. Our International segment’s net sales decreased by $16.6 million, or 13 %, from $131.2
million in 2005 to $114.6 million in 2006. On a constant currency basis, net sales decreased 14% from 2005 10
2006.

The net sales decrease in our International segment was primarily due to a significant reduction in our.
United Kingdom market, which represents approximately 28% of our International net sales. Factors driving this
decline were:

+  Sales decline from $57.1 million in 2005 to $38.1 million in 2006 in the United Kingdom, which were
driven primarily by the significant decline in sales of our LeapPad family of products. Approximately
$5.0 million of the sales decline was due to discounts and other allowances to provide consumers with
the incentive to purchase these products and reduce retailers’ inventories.

+ In other countries, we also incurred an additional $5.0 miltion sales allowances 10 reduce our inventories
and those of our retailer customers.

These factors were partially offset by higher sales in Canada, Spain, Mexico and smaller markets in Asia
and Europe in 2006 compared to 2005. Unlike the mature U.K. market, which is seeing declining LeapPad sales,
many of these markets are relatively new and have strong LeapPad sales. Some of these countries’ sales were
also aided by the introduction of Spanish and French versions of Leapster in 2006.

SchoolHouse. Our SchoolHouse segment's net sales decreased by $3.4 million, or 8% from $40.3 million in
2005 to $37.0 million in 2006. We expect the decline to continue into 2007. On December 2006, we announced
that we had decided to implement changes in cur SchoolHouse segment lo retum it to positive earnings
contribution, and more closely align it with our consumer strategy.

Gross Profit and Gross Margin

The gross profit for each segment and the related gross profit percentage of segment net sales, or gross
margin, were as follows:

Yeor Ended Decemnber 31,
2006 2005 Change
% of % of

Segment’s Segment’s
Segment 1) Net Sales 1) Net Sales () i
US.Consumer................... $ 96.7 27.6%  $193.8 405% $ (97.1) (50)%
Intermational .............o000nne 30.1 26.2% 59.5 45.4% (29.4) " (49)%
SchoolHouse ............... . .t 20.2 54.9% 26.3 65.3% 6.1) {(23)%
Total Company .......... e $147.0 203% $279.6 43.0%  $(132.6) (47)%

(1) In millions,

U.S. Consumer. Qur gross margin for the year ended December 31, 2006 decreased by 13.2 percentage
points compared to the same period in 2005. The decline was primarily due to the following factors;

«  Higher allowances for excess and obsolete inventory, which increased by $10.5 million to 20.8 million
in 2006. The higher charges resulted from product sales declines combined with our new product
development strategies formalized in the third quarter of 2006. This increase unfavorably impacted
gross margin by approximately 3.0 percentage points.

*+ Closeout and promotional arrangements caused by weaker demand for our:LcapPad family of products
and our planned replacement of FLY Pentop Computer in 2007 with the FLY Fusion Pentop Computer.
This increase negatively impacted gross margin by approximately 5.7 percentage points.

36




Cancellation charges on purchase orders for inventory that we cancelled, which increased by $5.9
million from $0.8 million in 2005. This increase impacted gross margin by approximately 1.7
percentage points.

International. Our gross margin for the year ended December 31, 2006 decreased by 19.2 percentage points
compared to the same period in 2005. The decline was primarily due to the following factors:

*

Increased charges for inventory allowances by $6.5 million in 2006 compared to 2005. The increased
charges resulted from our product sales decline and our updated strategic direction. This increase
unfavorably impacted gross margin by approximately 5.7 percentage points.

Promotions and discounts to assist retailers reduce their inventory, which impacted gross margin by
approximately 5.5 percentage points.

Operational costs associated with our new Canadian warehouse, which reduced gross margin by
approximately 1.8 percentage points.

SchoolHouse. Qur gross margin for the year ended December 31, 2006 decreased by 10.4 percentage points
compared to 2005. The decrease is primarily due to higher charges for allowance for excess and obsolete
inventory, which increased by approximately $3.5 million in 2006 compared to 2005. This increase unfavorably
impacted gross margin by 9.5 percentage poinls. ’

Selling, General and Administrative Expense

Selling, general and administrative expense consists primarily of salaries and related employee benefits,
legal fees, marketing expenses, systems costs, rent, office equipment, supplies and professional fees. We record
all of our indirect expenses in our U.S. Consumer segment and do not allocate these expenses to our International
and SchoolHouse segments.

The selling, general and administrative expense in dollars for each segment and the related percentage of
our total net sales were as follows:

Year Ended December 31,
2006 2005 Change
% of % of
Segment Segment
Segment N Ned Sales (1) Net Sales LAY kil
U.S. Consumer ...... T, $919 26.2% $ 900 188% §$1.9 2%
International .........ciriiiiiananns 18.8 16.4% 147 11.2% 4,1 28%
SchoolHouse . ............... ERPREEE 21.2 57.4% 21.5 53.4% 03) ()%
Total Company .......oovuvvveeeenn $131.9 26.3% $126.2 194% § 5.7 5%

(1) In millions.

The overall $5,7 million increase in selling, general and administrative expense during the year ended
December 31, 2006 was primarily due to the following factors:

Higher compensation expense related to stock-based compensation costs. The increase over 2005 was
approximately $4.6 million and is due to the adoption of SFAS 123(R), effective January 1, 2006,
requiring expense recognition of stock options granted 10 employees as well as higher compensation
expense for performance shares, restricted stock units and restricted stock awards.

Higher salary expense, which increased by $3.7 million, related to severance costs primarily associated
with the resignation of former corporate officers and reduction in our SchoolHouse segment’s
workforce.
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» Bonus expense, which increased by approximately $1.7 million, associated with the 2006 bonus plan
that rewards individual employee performance as well as our Company performance, In 2003, the bonus
plan paid out was based solely on our Company business performance goals, whereas in 2006
employees were able 10 achieve a portion of the bonus opportunity based on achievement of individual
goals that support our Company strategic objectives,

These factors were partially offset by a decrease of approximately $7.4 million for legal expense in 2006
compared to 2005 due to:
» Lower legal costs resulting from the settlement of cutstanding litigation.

¢ Less patent enforcement fees in 2006 compared to 2005.

Research and Development Expense

Research and development expense consists primarily of costs associated with content development, product
development and product engineering. We record all of our indirect expenses in our U.S. Consumer segment and
do not allocate these expenses to our International and SchoolHouse segments.

The research and development expense in dollars for ench segment and the related percentage of our total
net sales were as follows:

Year Ended December 31, .
2006 2005 Change
% of % of

Segment’s Segment’s
Segment 1) Net Sales N Net Sales ) %
US. Consumer.........c..........o... $48.7 139% $46.2 97% $25 5%
International .......................... 25 2.2% 27 2.0% 02) M%
SchoolHouse ...... .. .coevvuiririenenns 33 8.8% 34 | BS% (0.1 ()%
Total Company ...................... $54.5 10.9% $52.3 30% $22 4%

(1) [In millions.

We classify research and development expense into two categories, product development and content
development. Product development expense reflects the costs related to the conceptual design, engineering and
testing stages of our platforms and stand-alone products. Content development expense reflects the costs related
1o the conceptual, design and testing stages of our sofiware and books. These expenses were as follows:

Year Ended December 31,
2006 : 2005 - Change
% of % of
c Total c Total

om ompan
Segment $(1) Net m $1) Net :a‘}eg $(1) k.
Product development ................... $24.4 49% $26.1 40% S0 (%
Content development ................... 30.1 60% 262 4.0% 39 15%
Research & Development .............. $54.5 10.9% $523 80% $22 4%

(1) Inmillions.
Research and development expense increased by $2.1 million for the year ended December 31, 2006

compared to 2005. In 2006, we decided to consolidate our office locations, moving our research and development
offices from Los Gatos, California to our corporate headquarters in Emeryville, California, to better align our
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[ research and development, product and marketing activities. In addition, to the costs associated with this
relocation, rescarch and development expense also reflected compensation costs, which increased by

! approximately $1.4 million primarily related to stock-based compensation expensc under SFAS 123(R). These

factors were partially offset by capitalization of allowable content development costs.

Advertising Expense

The advertising expense in dollars for each segment and the related percentage of our 1otal net sales was as

follows:
Year Ended December M,
2006 2005 Change
% of % of
Segment Segment
Segment s Net Sales L4 Net Sales ill i
US. Consumer .......... ... . civiiunn. $57.1 16.3% $52.5 11.0% $4.6 9%
International ..........c..ciiiininni, 17.6 15.4% 17.0 13.0% 0.6 4%
SchoolHouse ............. . v, 0.7 1.9% 0.5 1.1% _O_g_ 40%
Total Company ........................ $75.4 15.0% $70.0 10.8% 4 8%

—t —

(1) In millions.

Our advenising expense for the year ended December 31, 2006 was $75.4 million compared to $70.0
million in 2005. We increased our advertising expenditure 6 suppon our efforts 1o reduce retailer and LeapFrog
inventory levels.

Depreciation and Amortization Expenses (excluding depreciation of tooling and amortization of content
development costs, which are included in cost of sales)

Depreciation and amortization expenses decreased year-over-year by $0.3 million, or 3.0%, from $10.1
million in 2005, to $9.8 million in 2006. As a percentage of et sales, depreciation and amortization expense
increased from 1.6% in 2005 to 2.0% in 2006. The decrease in depreciation and amortization expense was
primarily due to lower amortization expense for intangible assets some of which were fully amortized during the
year.

Income (Loss) From Qperations

Income (loss) from operations in dollars and the related percentage of segment net sales were as follows:

Year Ended December 31, .
2006 2005 Change
% of % of
Sepgment Segment '
Segment $( Net Sales $(1) Nel Sales $(1) %
US.Consumer .................. $(110.9) (31.5% $(4.9) (1.0)% $(105.5) (2153)%
International .................... 9.3) (8.)% 249 19.0% (342) (13D%
SchoolHouse .................... (5.0) (13.5% 0.9 2.3% (5.9 (654Y%
Total Company ................. $(124.7) (24.8)% $20.9 32% $(145.6) (697)%

(1) In millions,

We record indirect expenses in our U.S. Consumer segment and do not allocate these expenses to our
International and SchoolHouse segments.
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Other

Net Interest Income and Other Income (Expense), Nei. Net interest income increased by $3.8 million from
$3.4 million in 2005 to $7.2 million in 2006. This increase was due to higher market interest rates and from
increasing the percentage of investments in higher-rate taxable interest securities in 2006, compared to
tax-exempt securities in 2005.

Tax Rate. Our effective lax rate for the year ended December 31, 2006 was (22.5) % as compared to 26.5%
in 2005. The negative tax rate for 2006 is currently affected by a $60.4 million non-cash valuation allowance
recorded against our domestic deferred tax assets, of which $24.9 million relates to pre-2006 deferred tax assets
and eamnings being lower or losses being higher than anticipated in countries, where we have tax rates that are
lower than the U.S. statutory rate. See “Critical Accounting Policies, Judgments and Estimates™ for further
details on the increase in the valuation allowance.

Net Income (Loss)

Our net loss for the year ended December 31, 2006 was $145.1 million as compared to a net income of
$17.5 million in 2005 as a result of the factors described above. '

Twelve Months Ended December 31, 2005 Compared To Twelve Months Ended December 31, 2004

Net Sales

Net sales increased by $9.5 million, or 1.5%, from $640.3 million in 2004 to $649.8 million in 2005. On a
constant currency basis, which assumes that foreign currency exchange rates were the same in 2003 as 2004, total
Company net sales increased 1.5% from 2004 to 2005.

Net sales for each segment and its percentage of total Company net sales were as follows:

Year Ended December 31,
2005 ] 2004 Change
% of % of
Total Total
Company Company

Segment $(1) Nel Sales $(1) Net Sales $(1) i
US.Consumer .........c.ccvvvnn.. $4783 74%  $431.9 67% $464 11%
Intemational ............. MU 131.2 20% 153.2 2% (220) (4%
SchoolHouse . ..................... 40.3 _6% 55.2 __2% 149y (2%
Total Company ................... $649.8 100%  $640.3 100% § 95 L5%

—_— s s c—

(1) In millions.

U.S. Consumer. Our U.S. Consumer segment’s net sales increased by $46.4 mitlion, or 11%, from $431.9
million in 2004 to $478.3 million in 2005. In our U.S. Consumer segment, net sales of platform, software and
stand-alone products in dollars and as a percentage of the segment’s total net sales were as follows:

Net Sales % of Total
Year Ended Year Ended
December 31, Change December 31,
i 2005(1) 2004(1) 111 )] i 2005 2004
Platform ... ..o i i i et $1962  $173.7  $225 13.1% 41.0% 40.2%
Software ... ... . i i e 145.7 128.9 168 13.1% 30.5% 29.9%
Stand-alone ....... ... ... ... . 136.4 129.3 1.1 5.6% &% E%

Total U.S. Consumer Net Sales ..._........ $4783 $4319 $464 108% 100% 100%

(1) Inmillions.
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The net sales increase in this segment year-over-year was primarily a resuli of the following factors:

« Introduction of cur FLY Pentop Computer and related software and accessories, which began shipping
to retail customers in the third quarter of 2005 for our October 2005 product launch.

+ Introduction of our Leapster L-MAX syétem in the third quarter which added to the increased demand
for our screen-based platforms and related sofiware products. In total sales of our screen-based products
more than doubled.

* Higher demand for our stand-alone products, specifically for our Fridge Phonics and Alphabct Pal
products.

These factors were partially offset by continued decline in sales of our LeapPad family of products.

International. Qur International segment’s net sales decreased by $22.0 mitlion, or 14 %, from $153.2 million
in 2004 10 $131.2 million in 2005.-On a constant currency basis, net sales decreased 14% from 2004 1o 2005.

The net sales decrease in our International segment was primarily due to a significant decrease in our United
Kingdom and Canadian markets. Factors driving this decline were:
* Lower demand for our LeapPad famity of products.

*  Weak sales forecasting and inventory production planning processes, which caused a few key items to
be out of stock in the third and fourth quarters of 2005, resulting in lost sales.

* Increased competition in our screen-based platforms.
These negative factors were partially offset by sales growth in Mexico, Spain and France.

SchoolHouse. Our SchoolHouse segment’s net sales decreased by $14.9 million, or 27.0% from $55.2
million in 2004 to $40.3 million in 2005. Our SchoolHouse segment’s net sales decline was primarily a result of
the following factors: ’

* Transition in management and attrition of key sales personnel due to an investigation related to a
transaction in a large school district.

* Lengthened sales cycle as we pursue orders involving larger installations, which require additional
district and some state level approvals.

« Release of federal funds to districts later in 2005 compared to 2004 in several key states.
By the end of 2005, we completed installation of a new leadership team, including a new SchoolHouse

segment president, vice president of marketing and vice president of sales. In addition we replaced approximately
40% of our direct sales force.

Gross Profit

The gross profit in dollars for-each segment and the related gross profit percentage of segment net sales
were as follows:

et ————
= ——

Year Ended December 31,
2005 2004 Change
% of % of

Segment's Segment’s
Segment o) Net Sales S Net Sales 1) %
U.S.Consumer .......... ERR TR $1938 405% $1584 36.7% 3354 22%
International ...................... 59.5 45.3% 65.6 42.8% 6.1) O
SchoolHouse ...........cooo .. 263 65.3% 35.1 63.5% @37 25%
Total Company .............. ee.. 32796 43.0% $259.1 40.5%  $20.6 8%

(1) In millions.
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U.S. Consumer. The 3.8 percentage point increase in our U.S. Consumer segment’s gross profit percentage
year-over-year was primarily the result of the following:

*  Shipmenis to retail customers in the third and fourth quarters of our FLY Pentop Computer and related
software and accessories, which have relatively strong margins.

+ Reduced sales altowances in 2005 compared 10 2004 when customers received allowances to offset
operational issues encountered during the start up of our new distribution facility in the third quancr of
2004. .

»  Lower freight costs in 2005 compared to 2004 when cosls were incrementally higher due to the usc of
air freight to address certain transition issues into our Fontana warehouse in the third quarter.

» . Lower expense for excess and obsolete inventory compared to 2004 when we had higher expense
primarily related to raw materials at the factories and slow moving producis.

These factors were pantially offset by increased sales throughout 2005 of our screen-based platforms, which
have lower margins, and price reductions on our older platforms.

International. The 2.7 percentage point increase in our International segment’s gross profit percentage year-
over-year was primarily due to favorable product mix and lower freight, warchouse and royalty expenses.

SchoolHouse. The 1.2 percentage point increase in our SchoolHouse segment’s gross profit percentage year-
over-year was primarily due to favorable product mix and lower freight, warchouse and amortization of content
and video expenses.

Selling, General and Administrative Expense

The selling, general and administrative expense in dollars for each segment and the related percentage of
our total net sales were as follows:

Year Ended December 31, B
2005 2004 Change
% of % of
Total Total
1§ enl”
Segment $(1) S;gnsz:}; $(1) slssnSalus 1) _;'I’:_
US. Consumer......covvvvnnneenens $ 90.0 i188% § 829 192% $7.1 9%
International . ...................... 14.7 11.2% 17.1 11.2% 4) (14Y%
SchoolHouse ..........ccovevvennn. 21.5 53.4% 20.8 37.6% 0.7 3%
Total Company ................... $126.2 19.4%  $120.8 189% $54 5%

(1} In millions.

We record all indirect expenses in our U.S. Consumer segment and do not allocate these expenses to our
International and SchoolHouse segments.

The $5.4 million increase year-over-year in sclling, general and administrative expense was primarily due to
the following factors affecting our U.S. Consumer segment:

+ Higher legal expense of approximately $3.2 million primarily autributable to enforcing our patents.

External support costs of approximately $2.8 million primarily related to process improvements within

our supply chain operation.
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+  Higher employee costs resulting from restructuring related charges from our LeapFrog realignment plan
announced during the first quarter of 2005. During 2005, we incurred approximately $2.5 million of
expense due to the workforce reduction. :

» Higher consulting and auditing fees of $2.2 million, which primarily include expenses resulting from
compliance with the Sarbanes-Oxley Act internal control requirements.

These factors were partially offset by our cost containment efforts, especially in the U.S. Consumer and
Intemnational segments.

Research and Development Expense

The research and development expense in dollars for each segment and the related percentage of our total
net sales were as follows: ‘ .

Year Ended Decemnber 31,
2005 2004 Change
% of % of
Total Total
Segment’ t
Segment $(1) Net Sal}u' i Slm:l;; $(1) 5
U.S. CONSUMET . ...ovvvereennnnnnnnn. T $46.3 9.7%  $54.3 126% $(80) (9%
International . ............. .. .oveietn 2.7 . 2.0% 37 0 24% 1.0 27%
SchoolHouse .........covivivnnnnnens 34 8.5% 30 5.4% 0.4 13%
Total Company .............coevvn... $52.4 8.1%  $61.0 95% $(8.6) (14)%

{1) In millions.

We classify research and development expense into two categories, product development and content
development. Product development expense reflects the costs related io the conceptual design, engineering and
testing stages of our platforms and stand-alone products. Content development expense reflects the costs related
to the conceptual, design and testing stages of our software and books. These expenses were as follows:

Year Ended December 31,
2005 2004 Change
% of % of
${(1) = WNet Sales $(1) Net Sales (1) l
Content development ................... $26.1 4.0%  $320 50% %59 (18)%
Product development ........0.......... 26.3 4.0% 29.0 4.5% Qn O%
Research and development ............. $524  8.1% $61.0 9.5% $38.6) (10)%

(1) In millions.

The $B.6 million decrease in year-over-year spending for research and development was primarily due to
decreased spending in our U.S. Consumer segment for our FLY Pentop Compater platform.
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Advertising Expense
The advertising expenses in dollars for each segment and the relatcd percentage of our total net sales were
as follows:

Year Ended December 3,

2005 ' 2004 Change
% of % of
Total Total
Segment’s Segment’s

Segment $(n Net Sales () Net Sales s %
US.Consumer..........oovvvvvnnn-. $52.5 11.0% $63.2 14.6% $10.7) (UN%
Intermational . ....................... 17.0 13.0% 19.6 12.8% (2.6) (1%
Sf:hoolﬂousc R R R TR TRR 05 1.1% 0.4 0.7% 0.1 25%
Total Company .................... $70.0 10.8%  $83.2 13.0% $(132) (16)%

—_— —_——

(1) In millions.

The $13.2 million decrease in year-over-year advertisiﬁg expense was primarily related to:

+  Cost containment efforts. o

’ Reduced spending in our U.S. Consumer segment on in-store display units and merchandising, and the
" elimination of our mail-order catalog costs.

Depreciation and Amortization Expenses (excludmg depreciation of tooling and amamzatmn of content

development costs, which are included in cost of sales)

Depreciation and amortizalion expenses increased year-over-year by $2.2 million, or 27%, from $8.0
million in 2004, to $10.1 million in 2005. As a percentage of net sales, depreciation and amortization expense
increased from 1.2% in 2004 to 1.6% in 2005. The increase in depreciation and amortization expense was
primarily due to higher depreciation expense for computers, capitalized software and leasehold improvements. .

Incame (Loss) From Operauons

Income (loss) from operations in dollars and the related percentage of segment net sales were as follows

Year Ended December 31,
2005 2004 Change
% of % of
S ¢’ t*

Segment $(1) rflg'sea';; () 5,:5“&_; R ¢ %
US.Consumer.......ovovvvvevnnnnnn . $(4.9 (1.00% $(49.8) (11.5% $ 449 0%
Intemnational . ...........vvverinnnn. 249 ° 19.0% 249 - 16.3% 00" 0%
SchoolHouse ................. ...t 09 2.3% 10.9 19.8% 10.0) (92)%
Total Company ................... $20.9 32% $(14.0) QY% $349 29%

|

(1) In millions.

We record indirect expenses in our U.S. Consumer segment and do not allocate these expenses to our
International and SchoolHouse segments.

U.S. Consumer. The lower year-over-year loss from operations in our 1U.S. Consumer scgment was
primarily due to higher sales and stronger gross margins, as well as lower operating expenses.

International. The year-over-year operating income increase in our International segment was primarily due
to lower operating expenses, partially offset by reduced sales.
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SchoolHouse. The year-over-year operating income decrease in our SchoolHouse segment was due to lower
sales and higher operating expenses, primarily due to increased headcount in 2005 compared 1o 2004

Other

Net Interest Income and Other Income (Expense), Net. Net interest income increased by $1.7 million from
$1.7 million in 2004 to $3.4 million in 2005. This increase was due to higher interest rates in 2003 on invested
balances. .

Tax Rate. Qur effective tax rate for the year ended December 31, 2005 is 26.5% as compared 10 47.6% in
2004. The change in effective tax rate was due to the mix of United Stales and international pre-tax income in
2005 as compared to 2004, higher research and development tax credits in 2005 and higher exempt interest
income in 2005, partially offset by reduced benefits from our international sourcing operations in 2005. In 2005,
we reported a pre-tax loss from our United States operations of $1,297 and a pre-tax income from our
international operations of $25,094. In 2004, we reported a pre-tax loss from United States operations of $13,514
and a pre-tax income from our international operations of $1,057.

Net Income (Loss)

Net income (loss) improved by $24.0 million from a loss of $6.5 million in 2004 to income of $17.5 million
in 2005 due 10 increased nei sales, lower operating expenses and higher interest income. As a percentage of et
sales, net income increased from a loss of 1.0% in 2004 to a gain of 2.5% in 2005.

Seasonality and Quarterly Results of Qperations

LeapFrog’s business is highly seasonal, with our retail customers making 2 large percentage of all purchases
in preparation for the traditional holiday season, Qur business, being subject to these significant seasonal
fluctuations, generally realizes the majority of our net sales and all of our net income during the third and fourth
calendar quarters. These seasonal purchasing patterns and production lcad times cause risk to our business
associated with the under- production of popular items and over-production of items that do not match consumer
demand. In addition we have seen our customers managing their inventories more stringently, requiring us to
ship products closer to the time they expect to sell to consumers, increasing our risk 10 meet the demand for
specific products at peak demand times, or adversely impacting our own inventory lcvcls'by the need to pre-build
products to meet the demand.

For more information, see *‘ltem | A—Risk Factors—Our business is seasonal, and therefore our annual
operating results depend, in large pan, on sales relating to the brief holiday season” and “—If we do not maintain
sufficient inventory levels or if we are unable to deliver our product to our customers in sufficient quantities, or if
our or our retailers’ inventory levels are too high, our operating results will be adversely affected.”

The following table sets forth unaudited quarterly statements of operations informaticn for 2006 and 20035,
The unaudited quarterly information includes all normal recurring adjustments that management considers
necessary for a fair presentation of the information shown. Given the low sales volumes in the first half of the
calendar year, and the relatively fixed nawre of our operating expenses, historically we have been profitable in
our third and fourth quarters and unprofitable in our first and second quarters. We expect that we will continue to
incur losses during the first and second quarters of each year for the foreseeable future, In addition, we were
unprofitable in the fourth quarter of 2005, due to higher sales allowances, higher operating expenses and higher
expense for excess and obsolete inventory. We were also unprofitable in the third and fourth quarter of 2006, due
to higher inventory reserves in both quarters and a non-cash valuation allowance against our deferred tax assets
in the third quarter. Relatively low sales in the third and founh quarter of 2006 also prevented us from being able
(o absorb our relatively fixed operating expenses in these quarters. Because of the seasonality of our business and
other factors, results for any interim pericd are not necessarily indicative of the results that may be achieved for
the full fiscal year.
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First Second Third Fourth Year Ended
Quarter Quarter Quarter Quarter  December 31,
(In thousands, except per share data)
2006
Netsales ........... it $66548 §68,118 $184,718 3182871 § 502,255
Cost of sales .. ... 41,759 51,000 135529 126,933 355,221
Grossprofit ... ... viiiiiii e 24,789 17,118 49,189 55,938 147,034
Operating expenses:
Selling, general and administrative .......... 32,851 27,989 30,150  40.938 131,928
Research and development ................ 12,440 12,871 14,513 14,651 54,475
Advertising .. ....... . .. it 6,158 8.445 16,994 - 43,844 75,441
Depreciation and amortization .. ............ 2,529 2,418 2,195 2,711 9.853
Tolal operaling eXPenses . .........cvcovvununeess 53978 51,723 63,852 102,144 271,697
Income (loss) from operations .................. (29,189) (34,605) {(14,663) (46,206) (124,663)
Otheritems ... ...t i inertinas 1,740 924 2,394 1,124 6,182
Income (loss) before provision (benefit) for income

KBS &\ttt ieer et e (27,449) (33,681) (12,269) (45,082) (118,481)
Provision (benefit) for income taxes ............. (3,853) (7.935) 37472 927 26,611
Netloss.......coooounn.. R R ERPPRR PP R $(23,596) $(25,746) $(49,741) $(46,009) $(145,092)
Net loss per common share:

Basic........ciii e e $ 03§ 041 8 07 $ ©TH $ 23D
Diluted ...t e $ (038) % (04N § (079 $§ (0.73) $ (231
First Second Third Fourth Year Ended
Quarter Quarter Quarter Quarter  December 31,
{In thousands, except per share data)
2005 , :
Netsales ... .0 i it iiiiiainans + 571,859 $ 87,066 $242,820 $248012. $ 649,757
Costofsales ...........ccoiimmnnnen oo 44,087 49274 134,108 142,652 370,121
Gross Profit ... ....uvvieiinievnieaineanans 27772 371,792 108712 105,360  279.636
Operating expenses: '
Selling, general and administrative .......... 33209 29,013 32,739 31,226 126,187
Research and development ................ 14,739 14,580 13,958 9,063 52,340
Advertising .. .......oiiiiiii i - 6,493 6.949 13,045 43,527 70,014
Depreciation and amortization . ............. 2,430 2,361 2,385 2,966 10,142
Total Operating EXPENSES .. ...\ vvvereerrrrees.. 56871 52903 62,027 86,782 258,683
Income (loss) from operations ., ................ (29,099 (15,111) 46,585 18,578 20,953
Otheritems . ............ooiiiiiniiininne. 904 1,238 692 10 2,844
Income (loss) before provision (benefit) for income . '

729, {1 O S (28,195). (13,873) 41,277 18,588 23,797
Provision (benefit) for income taxes ............. (8,316) (4,092) 14492 4,213 6,297
Netincome (JoSS) . oo vveiin e inennnerenenes $(19,879) § (9,781) § 32,785 $ 14375 $§ 17,500
Net in¢ome (loss) per common share: . a

Basic ... $ (03 % (016)$ 053 3 023 & 028
Diluted .......coooviii $ (032) $ (1) $ 052 § 023 $ 028

During the first quarter, our net loss increased from $19.8 million in 2005 to $23.6 million in 2006. The
higher net loss was primarily attributed to a reduction of $3.0 million in gross profit. Gross profit declined was
primarily due to higher sales allowances, unfavorable product mix and the impact of fixed warehouse costs on a

lower sales base.
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During the second quarter, our net loss increased from $9.8 million in 2005 to $25.6 million in 2006. The
higher loss was due to a reduction of gross profit of $20.7 million. Gross margin was unfavorably impacted by
higher sales discounts and allowances and higher sales of closeout products. In addition, gross margin in the
sccond quarter of 2005 benefited from the reduction of allowance for defective products, while allowances for
defective products increased slightly in the second quarter of 2006. In addition, sales declined in all three of our
segments. The decline was primarily due to continuing sales volume decline in LeapPad family of products.

During the third quarter of 2006, our net loss increased by $8